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Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK» 5R

Exhibit
Schedule C-2 Rebuttal
Page 9
Witness: Kiger

Remove 30% of Annual Incentive Plan (AlP) Compensation from Manaqement Fees

Line
No
1
2
3
4
5
6

Adjusted Test Year Service Co. Achievement Incentive Pay $ 536,787

4 Factor Allocation to Sun City Wastewater
Sun City Wastewater Portion of Service Co. AlP $

7.5448%
40,500

Total Sun City Wastewater Portion of Sen/ice Co AlP $ 40,500

Disallowance Percentage 30%

Adjustment to Management Fees AlP $ (12,150)

Test Year Adjusted Achievement Incentive Pay $ 28,350

Adjustment to Revenue and/or Expense $ (12,150)

Workpapers & Supporting Documents:
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Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-6R

Exhibit
Schedule (>2 Rebu1taI
Page 10
Wryness: Kiger

Line
No,

Adjust Management Fees to Remove Other Expense Increases

Test Year Adjusted Management Fees $ 933,155

Test Year Adjusted Management Fees $ 933,155

Accept RUCO Adj C~9 to Other Expense
4 Facto! Alioeation to Sun City Wastewater

(S170388)
75448%

Pro Forma Adjustment lo Management Fees (12,855)

Rebuttal Pro Forma Adjusted Test Year Management! Fees $ 920,300

Increase/(Decrease) in Management Fees $ (12,855)

Adjustment to Revenue and/or Expense $ (12,855)

I

1
2
3
4
5
6
7
B
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Workpapers & Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch. A-F Rvsd.xls
\Common\Service Company\2008 Other Expense Adj~Mgmt Fees.xls
\Common\Workpapers\2008 4 Fador.xls



Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-7R

Exhibit
Schedule C»2 Rebuttal
Page 11
V\htness: Kiser

Remove Business Development Expenses Portion of Management Fees

Test Year Business Development Expenses in Management Fees s 100,799

4 Factor Allocation to Sun City Wastewater
Sun City Wastewater Porter BD Expenses s

7.5448%
7.605

Total Sun City Wastewater Portion of BD Expenses $ 7.605

Adjustment to Management Fees for BD Expenses $ (7,605)

Adjustment lo Revenue and/or Expense $ (7,605)

Workpapers & Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch A-F Rvsd.x!s
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Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-8R

Exmbn
Schedule C-2 Rebuttal
Page 12
Witness: Kiger

L ine

ESQ Remove Dues 8. Memberships Expenses Portion of Management Fees

Test Year Dues & MembershipsExpenses in Management Fees $ 34,716

4 Factor Allocation to Sun City Wastewater
Sun City Wastewater PortionDues & Memberships Expenses $

7.5448%
2.619

TotalSun City WastewaterPortion of Dues & Memberships Expenses $ 2.619

Adjustment lo Management Fees for Dues 8. Memberships Expenses $ (2,619)

Adjustment to Revenue and/or Expense $ (2,619)

Workp8pers 8. Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch. A-F Rvsd.xls
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Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-9R

Exhibil
Schedule C-2 Rebuttal
Page 13
WaNness: Kiser

Adjust Pension Expense to Reflect Pension Expense at District Level

Test Year Adjusted Pension Expense . Sun City Wastewater
$ 75,595

Deferred Service Company Amortization of Pension Expense
$ 151,088

4
5;

4 Factor Allocation to Sun City Wastewater
Sun City WastewaterPortion of Deferred Svc. Co. Amtz $

7.5448%

11.399

Test Year Pension Expense - Sun City Wastewater
s 86,994

Increase/(Decrease) inPension Expense $ 11.399

Adjustment to Revenue and/or Expense $ 11.399

Line

.MQ
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Workpapers s. Supporting Documents:
\Schedu\es\2008 Sun City Wastewater Sch. A-F Rvsd.xls
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Arizona American Water Company - Sun City Wastewater
Test Year EndedDecember 31, 2008
Income Statement AdjustmentMHK~1OR

Exhibit
Schedule C-2 Rebuttal
Page 14
Witness; Kiser

Adlust Rate Case Expense

Estimated Rate Case Expense (workpaper) s 678,425

Estimated Amorfizalion Period in Years 3

Annual Rate Case Expense $ 226_142

09 Group 4 Favor - Sun City Wastewater 15.337%

Allocated Rate Case Expense $ 34,553

Pro Fomla Rate Case Expense s 34,683

Test Year Adjusted Rate Case Expense $ 44,089

Increase/(Decrease) Rate Case Expense $ (9,406)

Adjustment to Revenue ardor Expense $ (9.406)

Line

4 ;
1
2
3
4
5
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7
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Workpapers & Supporting Documents:
\Schedu!es\2008 Sun City Wastewater Sch. A~F Rvsd.xls



Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment LJG-3R

Exhibsz
Scheduie C-2 Rebuttal
Page 15
Witness: Gutowski

Normalize Bad Debt Expense

Net Charge Offs for Arizona American Water Company for Test Year 2008
$ -

($202.215.49)

Sun City Wastewater's 4 Favor percentage 754%

Sun City Wastewater's portion of Net Charge Offs within Customer Accounting Exp ($15,247)

Test Year Adjusted Present Rate Revenue $5,940,381

Three 3 Year Average of Net Charge Offs 0.13%

Pro Forma Net Charge Offs ($7,558)

Increase / (Decrease) to Test Year Adjusted Customer Accounting Expense $7,689

Line

1
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5
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Workpapers & Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch. A-F Rvsdxls



Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Income Statement AdjustmentLJG-4R

Exhibit
Schedule C-2 Rebuttal
Page 16
Witness: Gutowski

IAN
Property Tax Expense

[B]
Property Tax Expense
For Conversion FactorAdjust Property Taxes to Ref!ec! Proposed Revenues:

$ $

s
$

5;941_027
5,941 ,027
5,941 ,027
5,941,027

$11 ,8B2,053

$
$

5,941,027
5,941,027
7,798,451
6,560,168

513,120,336

5,270 5,270

Adjusted Revenues in Year Ended Dec. 2008
Adjusted Revenues in Year Ended Dec. 2008
Proposed Revenues
Average of Three Years of revenue
Average of Three Years of Revenue, times 2
Add:
Construction Work in Progress at 10%
Deduct:
Net book Value of Transportation Equipment $ $

Full Cash Value
Assessment Ratio
Assessed Value
Properly Tax Rate

$ 11_887.324
22%

2,615,211
6_021437%

$ 13,125,606
_ 22%
2.887,633
6.021437%

Property Tax
Tax on Parcels

157,473
0

173,877
0

s 157,473
157,456

17

Adjusted Test Year Property Taxes at Present Rates (Line 18+Line 19, Col (Al)
Properly Taxes in the Test Year
Adjustment to Revenue and/or Expense (To SM C-2, Col (AAI) $

$Adjusted Test Year Property Taxes at Proposed Rates (Line 18+Line 19, Col [B])
Adjusted Test Year Property Taxes at Present Rates (Line 21, Col (Al)
Additional Property Taxes on Proposed Revenues (To Sch C-2, Col [AH]) $

173,877
157.478
16,404

CALCULATION OF PROPERTY TAX FACTOR TO COMPUTE GROSS REVENUE CONVERSION FACTOR (SCH C~3):

Increase in Property Tax Due to Increase in Revenue Requirement (Line CB Col [BD $ 16,404

Increase in Revenue Requirement (From Sch. AL) $ 1,858.070

Increase in Properly Tax Per Dollar Increase in Revenue (Line 33/Line 35) 0.88%

Line
No
1
2
3
4
5
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Workpapers 8- Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch. A-F Rvsd.xls



Arizona AmericanWater Company - Sun City Wastewater
Test Year Ended December31 , 2008
Income Statement Adjustment LJG~5R

Exhibit
Schedule C-2 Rebuttal
Page 17
Witness: Gutowski

Interest Synchronization with Rate Base

Original Cost Rate Base (Sch. B-1, Ln. 24)
Weighted Cost of Debt from Schedule D-1
Synchronized Interest Expense
Test Year Interest Expense
Increase/(Decrease) in Interest Expense $

$14,763,145
3.00%

442,894
442,923

(28)

Adjustment to Revenues and/or Expense (28)

Line
No.
1
2
3
4
5
6
7

8
9

10
11
12
l a
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Workpapers & Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch. A-F Rvsd.xls



Arizona American Water Company - Sun City Wastewater
Test Yea: Ended December 31, 2008
Income Statement AdjustmentLJG-6R

Exhibit
Schedule C-2 Requital
Page 18
Witness: Gutowski

Line [A]
Test Year
Adjusted
ResultsCalculation of Income Taxes at Proposed Rates

[8 ]
Adjusted
with Rate
Increase

Operating Income Before Inc. Taxes
Interest Expense -
Arizona Taxable Income

$
$

(387,210) s
442,894 $

(830,105)

1,451,712
442,894

1,008,817

Less Arizona income Tax
Arizona Income Tax Rate

$ (57,842) $ 70,294
6968%

Federal Income Before Taxes
Less Arizona Income Taxes
Federal Taxable Income

s

$

(830,105) $
(57,842)

(772,263) s

1,008_817
70,294

938,523

Federal Income Taxes: 34.000% $ (262,569) $ 319,098

Total Income Tax
$ (320,411) $ 389,392

Tax Rate
38.60"/1 38.60%

Effective Income Tax Rates
State
Federal

6.968%
3183%

6968%
31.63%

Test Year Income Taxes_ Per Books
Increase in Income Taxes

$ (310,869)
(9,542)

Adjustment to Revenues and/or Expense
$ (9,542)

$
r

Test Year Income Taxes, Adjusted
Increase in Income Taxes (320,411)

709,803

Adjustment to Revenues and/or Expense
709,803

1
2
3
4
5
6

7
8

9
10
11
12
13

14
15

16
17
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19
20
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Workpapers & Supporting Documents:
\Schedules\2008 Sun City Wastewater Sch, A-F Rvsd.xls



Arizona American Water Company - Sun City W astewater
Test Year Ended December 31, 2008
Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3 Rebuttal
Page 1
Witness: Kiger

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 .63%

State Income Taxes 6.97%

Property Taxes Effective Rate 0.88%
Combined

One Minus Combined
38.60%
61 .40% 0.54%

Bad Debt Expense Effective Rate 0.13% One Minus Combined 61 .40% 0.08%

Total Tax Percentage 39.22%

Operating Income % : 100% - Tax Percentage 60.78%

1
Operating Income %

Gross Revenue Conversion Factor
1.6453

Line

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
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23
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29
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50

Supporting Schedules: Recap Schedules:
A-1 Rebuttal

\Schedules\2008 Sun City Wastewater Sch. A-F Rvsd.xls
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Arizona American Water Company - Sun City Wastewater
Test Year Ended December 31, 2008
Summary of Cost of Capital
District! Level - Sun City Wastewater - Proposed

Exhibit
Schedule D-1
Page 1
Witness: Broderick

End of Test Year End of Projected Year

Item of Capital
Long-Term Debt

Dollar
Amount

$ 8,097,504

Percent
of

Total
54.85%

Cost
Rate
547%

Weighted
Cost
300%

Dollar
Amount

$ 8,097,504

Percent
of

Total
54.85%

Cost
Rate

5.47%

Weighted
Cost
3.00%

Line

M
1
2
3
4
5
6
7

Stockholders Equity $ 6,666,582 4515% 12.25% 5.53% $ 6,666,582 45.15% 12.25% 5.53%

Totals $ 14,764,087 10000% 8.53% $ 14,764,087 100.00% 853%

COMPANY REBUTTAL . ACCEPT STAFF

Item of Capital
Long-Term Debt

Dollar
Amount

$ 6,575,981

Percent
of

Total
44.55%

Cost
Rate

5.47%

Weighted
Cost

2 .4%

Dollar
Amount

$ 6,576,981

Percent
of

Trial
44.55%

Cost
Rate
5.47%

Weighted
Cost

2.4%

Short Term Debt $ 2,449,205 1559% 341% 05% $ 2,449,206 16.59% 3.41% 0.6%

8

9
10

11
12

13
14
15
15
17
18
19
20

Stockholder's Equity $ 5,736,958 38.86% 10.70% 42% $ 5,736,958 38.86% 10.70% 4.2%

Totals s 14,753,145 100.00% 7.2% $ 14,763,145 100.00% 7.2%
21
22
23
24
25
26
27
28
29
30
31
32
ea
34
35
36
37
38
39
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48
49
50

Supporting Schedules: Recap Schedules:
A-1 Rebuttal

\Schedules\2008 Sun City Wastewater Sch. A~F Rvsd.xls
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Computation of Increase in Gross Revenue Requirement

Exhibit
Schedule A~1 Rebuttal
Page 1
Witness: Broderick

Line
No.
1 Original Cost Rate Base $ 18,211,016

Adjusted Operating Income $ 441,997

Current Rate of Return 2.43%

Required Operating Income $ 1,311,193

Required Rate of Return 7.20%

Operating Income Deficiency $ 859,196

Gross Revenue Conversion Factor 1.6417

Increase in Gross Revenue
Requirement $ 1 ,426,944

Customer
Classification

Present
Rates

Proposed
Rates

Dollar
Increase

Percent
Increase

Residential
Commercial
OPA
Effluent Sales

$ 5,205,252
457,107

Total of Water Revenues $5,662,359 $ 7,089,303 $ 1 ,426,944 25.20%

Other Revenue 1,321 1.321 0.00%

Total Revenue $5,663,680 $ 7,090,624 $ 1,426,944 25.19%

$ 25.20%Exp C~2 Test Year Pro Forma
Over / (Under)

$5,661.710
1.970

37,088,653
1,970

1 ,426,944
(0) a

I

I

Supporting Schedules:
B-1 Rebuttal
c-1 Rebuttal

2
3
4
5
6
7
8
9

10
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50

G-2
H-1

\Schedules\2008 Sun City West Wastewater Sch. A-F.xls
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Arizona American Water Company
Test Year Ended December 31, 2008
Summary of Fair Value Rate Base

Sun City West Wastewater Exhibit
Schedule B-1 Rebuttal
Page 1
Witness: Gutowski

Line
No.

Original Cost
Rate base

Gross Utility Plant in Service
Less: Accumulated Depreciation

$ 36,983,761
19,813,983

Net Utility Plant in Service $ 17,169,777

Less:

145,453

4,747

443,212

(1.211,058)

Advances in Aid of
Construction

Contributions in Aid of
Construction - Net of Amortization

imputed Regulatory Advances
imputed Regulatory Contributions
Customer Meter Deposits
Deferred Income Taxes & Credits
Investment tax Credits
Plus:
Unamortized Finance
Charges

Deferred Tax Assets
Deferred Debits
Allowance for Working Capital
Utility Plant Acquisition Adjustment

108.771
314,822

Total Rate Base $ 18,211,016

Supporting Schedules:
B-2 Rebuttal B~5 Rebuttal
B-3
E-1

Recap Schedules;
A-1 Rebuttal

l

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
15
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50 \Schedules\2008 Sun City West WW Sch. A-F Rvsd.xls
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Arizona American Water Company . Sun City West Wastewater
Test Year Ended December 31, 2008
Rate Base Adjustment SLM-1

Exhibit
Schedule B-2

Page 2
Witness: Murray

Reconcile Sun City West Wastewater Plant 8. Acc um, Depr
to Amounts Previously Approved

Line
No.

1
2
3
4
5
6
7
8
9

Object
Account

Sub.
Account Description

Staff
Ending

Balance
December

2008

Company
Rebuttal

Proposed
Depreciation

Rate

Company
Rebuttal
Proposed

Depreciation
Expense

2.50%
1.67%

1.67%
4.63%
4.63%
2.52%
4.04%

10.00%
25.00%
25.00%

20.00%
4.47%

4,078
68

0

130,873
0

48,870
25,840

755,181
13,101 ,343

953,907
2,641,009

27,605

(0)

6,544
o

816
860

15,839
267,267

80,968
53,877

2,761

(0)

7,615

(0)
0

381

(0)
0

5.634
110,053
19,530

o
0
0

282
5.503

976
0
0
0

101000 304100
101000 304200
1€1000 304510

101000 304600
101000 304620
101000 304800
101000 307000
101000 340100
101000 340200
101000 340300
101000 340330
101000 340500
101000 341100
101000 343000
101000 344000
101000 346100
101000 346300
101000 347000
101000 351000
101000 352000
101000 353200
101000 353500
101000 354200
101000 354300
101000 354500
101000 355300
101000 360000
101000 361100
101000 362000
101000 363000
101000 371100
101000 380000
101000 380050
101000 380100
101000 380200
101000 380250
101000 380300
101000 380400
101000 380500
101000 380600
101000 380625
101000 380650
101000 382000
101000 389100
101000 390000
101000 390100
101000 391000
101000 392000
101000 393000
101000 394000
101000 395000
101000 396000
101000 397000

Struck & Imp SS
Strict & Imp P
Druci 8. imp AG Cap Lease
Struck B. Imp Offices
Struct 8. Imp Leasehold
Struck & Imp Misc
Wells & Springs
Office Furniture 8. Equip
Comp & Perish Equip
Computer Software
Comp Software Other
Other Office Egypt
Trans Equip Lt Duty Trks
Tools,Shop,Garage Equip
Lab Eqpt
Comm Equip Non» Telephone
Comm Equip Other
Misc Equipment
WW Organization
WW Franchises
WW Land & Ld Rights Coll
WW Land & Ld Rights Gen
W W  Strut 8- Imp Coil
W W  Strut 8- Imp SPP
WW Struck & Imp Gen
WW Pwr Gen Equip SPP
IANV Collection Sewers Forced
WW Collecting Mains
W W  Special Coll Strut
WW Services Sewer
WW Pump Equip Elect
WW TD Equipment
TD Equip Grit Removal
WW TD Equip Sad Tanks/Acc
WW TD Equip Sludge/Effl Rmv
WW TD Equip Sldge Dig Tnk
WW TD Equip Sldge Dry/FiN
W W  TD Equip Aux Et Trmt
W W TD Equip Chem Trmt pr
WW TD Equip Oth Disp
W W TD Equip Gen Trmt
WW TD Equip influent Lift S
WW Outfall Sewer Lines
WW om Pit & Misc Equip Inf
WW Office Furniture & Equip
WW Computer Eqpt
WW Trans Equipment
WW Stores Equipment
WW Tool Shop s. Garage Equip
WW Laboratory Equipment
WW Power Operated Equip
WW Communication Equip
WW Misc Equipment

0 o

777
12,621
22,663

0.00%
0.00%
0.00%
0.00%
5.00%
5.00%
1.67%
3.33%
2.07%
2.04%
8.40%
2.04%

10.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%

.. 4.98~/... 3<§SIT2:*:

0.00%
20.00%

3.91%
4.47%

10.00%
5.02%

10.30%
5.10%

39
1,300
1.156

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69

Utility Plan(
Less:
Total Plant

Decision amount
Unexplained difference

17,887,868 438,569

Depreciable Plant
Composite Rates

17.887,668
2.45%



Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Rate Base Adjustment LJG-3R

Exhibit
Schedule B-2
Page 3
Witness: Gutowski

Deferred Income Taxes

Staff has pointed out that audited Financials did not match the amount used in the case for
Deferred Income Taxes. They are correct t and we revise our amount to agree with theirs.

Deferred Income Taxes as filed (so ,243_ 135)

Audited Deferred Income Taxes ($1 ,211 ,058)

Staff Adjustment GTM-7, RB-3 $32,077

Line

N &
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Workpapers & Supporting Documents:

\Schedules\2008 Sun City West WW Sch. A-F Rvsd.x!s



Company Rebuttal

Arizona American Water Company
Test Year Ended December 31, 2008
Computation of Working Capital

Sun City West Wastewater Exhibit
Schedule B-5 Rebuttal
Page 1
Witness: Gutowski

Line
No.

Working Cash Requirement
Material and Supplies inventories
Prepayments

$ 253,801
437 1

52,988

Total Working Capital Allowance $ 307,226

Total Adjusted Test Year Working Capital Allowance

Increase (Decrease in Working Capital Allowance

$ 314,822

$ (7,596)

Increase (Decrease in Working Capital Allowance $ (7,596)

Supposing Schedules:
E-1 B-6 Rebuttal
Workpapers & Supporting Documents:
1 Thirteen-month average

Recap Schedules:
B-1 Rebuttal

1
2
3
4
5
6
7
8
9

10
1 1
12
13
14
15
LG
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

1

\Schedules\2008 Sun City West WW Sch. A-F Rvsd.xls



Arizona American Water Company
Test Year Ended December 31, 2008
Lead/Lag Study - Working Cash Requirement

Exhibit
Schedule B~6 Rvsd
Page 1
W itness; Gutowski

SUN CITY WEST WASTEWATER

Line
No.

Test Year
Adjusted
Results

Revenue
Lag

Days

Expense
Lag

Dave

Net
Lag

Days

Lead/
Lag

Factor

Cash
Working
Capital

ReQuired

766,759
7.156

385,512
401,682
103,272

789,604
267,064
150,285
48,786

123,968
38,079

243,174
138,620

93,744

45.62795
45.62795
45.62795
45.62795
45.62795
45.62795
4552795
45.62795
45.62795
45.62795
45.62795
45.62795
45.62795
45.62795

12.0000
52.5225
23.1831
17.2755
19.9322
14.7715

(13.6154)
(23684)

(83.6844)
10.0893

(72.1101)
9.9074

26.1358

30.0000

33.6280
(68946)
22.4449
28.3525
25.6958
30.8565
59.2434
47.9964

129.3124
35.5387

117.7380
35.7206
19.4922
15.6280

0.0921
(00189)
0.0615
0.0777
0.0704
0.0845
0. 1623
0.1315
0.3543
0.0974
0.3226
0.0979
0.0534
0.0428

$ 70,643
(135)

23,706
31 ,202

7,270
65,752
43,347
19,762
17,284
12,070
12,283
23,798
7,403
4,014

OPERATING EXPENSES
P08 Labor
P09 Purchased W ater
P10 FueI8~ Power
P11 Chemicals
P12 W asteDisposaI
P13 Management Fees
P14 Group Insurance
P15 Pensions
P17 Insurance Other Than Group
P18 Customer Accounting
P19 Rents
P21 Miscellaneous
P25 Maintenance Expense

Other Operating Expenses'
TAXES
P29 Property Taxes
P29 Taxes Other than Income
P30 Income Taxi
P56 Interest Sync

135,172
58,909

619,530
534,638

45.62795
45.62795
45.62795
4562795

1873842
13,3462
30.1300

1062500

(142.3562)
32.2817
15.4980

(60.6221)

(0.3900)
0.0884
0.0425

(0.1661 )

(52,719)
5,210

26,305
(88,797)

WORKING CASH REQUIREMENT $ 229,398

\

1

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27

1

1)

2)

All other Operating Expenses are assumed to be paid by the 15th of the month following the receipt ofgoods and services.

At proposedrates

l
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Arizona AmericanWaterCompany - Sun City WestWastewater
Test Year Ended December 31, 2008
Adjusted Test Year Income Statement

Exhibit
Schedule C-1 Rebuttal
Page 1
Witness: Kiger

Line
No.

{A]
Test Year

Book
Results

[B]
Total

Pro Forma
Adjustments

IC]
Test Year
Adjusted
Results

ID]
Proposed

Rate
Increase

[E]
Adjusted
with Rate
Increase

Revenues
Sewer Revenues
Other Revenues

$ 5,660,389
1.321

$ $ 5.660.389
1,321

1 ;426»944 8; 7,087,332
1,321

$5.661.710 $ $ 5,661,710 $ 1.426,944 $ 7,088,653
OperatingExpenses

$ s (21,078) $ $

265,325

(34,252)

9.646
(9,406)

1 1,299 419

(721)

73,903

Labor
Purchased Water
Fuel & Power
Chemicals
Waste Disposal
Management Fees
Group Insurance
Pensions
Regulatory Expense
Insurance Other Than Group
Customer Accounting
Rents
General Office Expense
Miscellaneous
Maintenance Expense
Depreciation s Amortization
General Taxes-Property Taxes
General Taxes~Other
income Taxes

786,759
7,156

385,512
401,682
103,272
789,604
267,064
150,285
43,794
48,786

123,968
38,079
49,950

243,174
138,620

1,238,799
135,172
58,909
52,682

745,680
7,156

650,837
401 ,682
103,272
755,352
287,064
159.930
34,388
48,786

135,267
38,079
49,950

242,453
138,620

1,312,702
135,172
58,909

(65,587)

11,350

(1 18,270) 546,242

745,680
7,156

650,837
401 ,682
103,272
755,352
267,064
159,930
34,388
48,786

135,686
38,079
49,950

242,453
138,520

1,312,702
146,522
58,909

480,654

$ 5,043,267
$ 618,443

$
$

176,445 $5,219,712
(176,445) s 441,997

$
$

558,011
868,933

$ 5,777,723
$ 1.310.930

11,592

Total Operating Expenses
Utility Operating Income
Other income 84Deductions

Other Income & Deductions
Interest Expense
Other Expense
Gain/Loss Sale of Fixed Assets

Total Other Income& Deductions
Net Profit (Loss)

$
$

534,638
9,599

(2)
(544,239) $

74,204 s
(11,692) $

(188,138) $

546,330
9,599

(2)
(555,931) $
(1 13934) $ 868,933

$
s

546,330
9,599

(2)
(555,931 )
754,999

1
2
8
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Supporting Schedules:
E~2 C-2 Rebuttal

Recap Schedules:
A-1 Rebuttal

\Schedu!es\2008 Sun City WestVV\NSch. A-F Rvsd.xls
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment LJG-1R

Exhibit
Schedule C-2 Rebuttal

page 1
Witness: Gutowski

Line
No,

Adjust Depreciation Expense to Reflect Test Year Adjusted Plant;

s 1,451,380Annualized Depreciation Expense on Test Year UPlS
Depreciation Expense on Post-Test Year Plant Additions
Amortization of Deferred Regulatory Assets
Corp Amortization of Y2K Costs
Corp Amortization of Depreciation Study Costs

Subtotal
Citizens' Districts-Only Allocation Factor
District Share of Y2K Amortization

$
$
$

30,540
2.352

32,892
9851%

$ 3.240

Corp AFUDC Equity Tax Gross-Up
4-Factor Allocation
District Share of Corp AFUDC Equity Tax Gross-Up

s 63,837
82840/0

$ 4,075

Less: Amortization of Contributions
Contributions at TYE 12/31/08
Composite Depreciation Rate at District

Amortization of imputed Regulatory CIAC

$ 5,122
2.45% $

s
126

145,867

Total Depreciation Expense $ 1,312,702

Test Year Depreciation Expense $ 1,238,799

Increase I (Decrease) in Depreciation Expense $

Adjustment to Revenues and/or Expenses $

73,903

73,903

1
2
3
4
S
6
7
8
9
10
1 1
12
13
14
15
16
17
18
19
20
21
22
23
24
25

26
27

28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Workpapers 8. Supporting Documents:
\Schedules\2008 Sun City West WW Sch. A-F Rvsd.xIs
\09 Sun City West WW\Workpapers\Sun City West WWAI 2008.xls
\Common\Workpapers\lmputed AIAC and CIAC.xls
\Common\Workpapers\2008 Reg Asset-Amort VWkpaper.xls



Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-1 R

Exhibit
Schedule C-2 Rebuttal

Page 2
VWtness: Kiger

Remove 30% of Annual Incentive Plan (AlP) Compensation at the District Level

Sun City West Wastewater Test Year Achievement Incentive Pay
$ 17,753

Arizona Corporate Achievement Incentive Pay
$ 475,900

4 Factor Allocation to Sun City West Wastewater
Sun City West Wastewater Portion of AZ Corporate AlP $

68842%
30,382

Total Sun City West Wastewater Test Year AlP
$ 48,135

Accept RUCO Adj C-3 Disallowance Percentage
30%

Adjustment to Achievement Incentive Pay
$ (14,441)

Line

n
1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18

Test Year Adjusted Achievement Incentive Pay s 33,695

Adjustment to Revenue and/or Expense
$ (14,441l

t o
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Workpapers & Supporting Documents:
\09 AZ\Common\08 A of I-AZ Corp Summary w Pro Fortas Distributed to Districts.x!s

\09 AZ\Common\Workpapers\2008 4 Factorxls

\Schedules\2008 Sun Ci ty W est W wsch_ A-F Rvsd.xls



Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment WIHK_SR

Exhibit
schedule C-2 Rebuttal

Page a
Witness: Kiser

Remove Stock Based Compensation

Line
MQ
1
2
3
4
5

Arizona Portion of Test Year Stock Based Compensation $ 103,974

Service Company Portion of Test Year Stock Based Compensation s 69,573

Total Test Year Stock Based Compensation $ 173.547

s
$

6.3842%
6.638
4,442

4 Factor Allocation to Sun City West Wastewater
Sun City West Wastewater Portion of Arizona Stock Based Comp.
Sun City West Wastewater Portion of Service Co. Stock Based Comp.

Total Sun City West Wastewater Portion of W Stock Comp $ 11,080

Accept RUCO C-4 Pro Forma Adjustment to Labor $ (11,080)

Test Year Adjusted Sun City West Wastewater Potion of Stock Based Comp. $

6
7
B
9
10
11
12
13
14
15
16
17
18

19
20

Increase/(Decrease) in P08 Labor $ (6,638)

Increase/(Decrease) in P13 Management Fees s (4,442)
21
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Arizona American Waler Company - Sun City West Wastewater
Test Year Ended December 31, 200B
Income Statement Adjustment MHK~3R

Exhibit
Schedule C-2 Rebuttal

Page 4
Witness: Kiger

Normalize Fuel & Power

Line

N &
1
2
3
4
5

Test Year Power Expense - Sun City West Wastewater
$ 385,512

n
Accept Staff Fuel & Power Adjustment (From Staff Operating Income Adj #2, Schedule GTM»13)

$ 147,515

Accept Staff NWVTF TY Power Allocation (From Staff Operating Income Adj #1, Sch GTM-12)
s 117,810

2008 Pro Forma Fuel & Power Expense
$ 650,837

7
8
9
10
11

12
13

Increase/(Decrease) in Fuel & Power Expense
s 265,325

Adjustment to Revenue aNd/or Expense
$ 265,325

I

14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Workpapers a Supporting Documents:
\Schedules\2008 Sun City West WW Sch. A-F Rvsd.xls
\Common\power\2008Fuel 8- Power Pro Forma



Arizona American Water Company . Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-5R

Exhibit
Schedule C-2 Rebuttal

Page 5
Witness: Kiger

Remove 30% of Annual Incentive Plan (AlP) Compensation from Management Fees

Line
ML
1
2
3
4
5

Adjusted Test Year Service Co Achievement Incentive Pay
$ 536,787

c
u

4 Factor Allocation to Sun City West Wastewater
Sun City West Wastewater Portion of Service Co. AiF

S

6.3842%
34,269

Total Sun City West Wastewater Portion of Service Co AlP
$ 34,259

Disallowance Percentage
30%

Adjustment to Management Fees AlP
$ (10,281)

7
B
9

10
11
12

13
14

15
16

Test Year Adjusted Achievement Incentive Pay
$ 23,989

Adjustment to Revenue and/or Expense
$ (10,281)

l

17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
47
42
43
44
45
46
47
48
49
50

Workpapers 8. Supporting Documents:
\09 AZ\Common\Workpapers\2008 4 Factorxls
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Arizona American Water Company _ Sun City West Wastewater
Tea! Year Ended December 31, 2008
Income Statement Adjustment MHK-6R

Exhibit
Schedule C-2 Rebuttal

Page 6
V\htness: Kiser

Adjust Manaqement Fees to Remove Other Expense Increases

Test Year Adjusted Management Fees
$ 789,604

Test Year Adjusted Management Fees
$ 789,604

Accept RUCO Adj C-9 Io Other Expense
4 Factor Allocation to Sun City West Wastewater

$ (170,388)
6.3842%

Pro Forma Adjustment to Management Fees
$ (1 0,878)

Pro Forma Adjusted Test Year Management Fees
$ 778,725

Increase/(Decrease) in Management Fees
$ (10,878)

Adjustment to Revenue and/or Expense
$ (10,878)

Line

89.
1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
LB

17
18

19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Workpapers & Supporting Documents:
\Common\Service Company\2008 Other Expense Adj-Mgmt Fees,xls
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-7R

Exhibit
Schedule C~2 Rebuttal

Page 7
Vwtnessi Kiger

Line
m;

Remove Business Development Expenses Portion of Manaqement Fees

Test Year Business Development Expenses in Management Fees
$ 100,799

1
2
3
4
5
6
7

8

4 Factor Allocation to Sun City West Wastewater
West Wastewater Portion BD E>.y=.» >==.Qnn fir- u an!

6.3842%
6,435

Total Sun City West Wastewater Portion of BD Expenses
$ 6.435

Adjustment to Management Fees for BD Expenses
$ (6,435)

Adjustment to Revenue and/or Expense
$ (6,435)

10
11
12

13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44

45
46
47
48
49
50

Workpapers & Supporting Documents:
\09 AZ\Common\Workpapers\2008 4 Factorxls

\Schedules\2008 Sun City West WW Sch, A-F Rvsdxls
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
income Statement Adjustment MHK-8R

Exhibit
Schedule C-2 Rebuttal

Page 8
Wryness: Kiger

Line
No.

Remove Dues 8. Memberships Expenses Portion of Management Fees

Test Year Dues 8. Memberships Expenses in Management Fees
$ 34,715

4 Factor Allocation to Sun City West Wastewater
Sun City West Wastewater Portion Dues & Memberships Expenses $

6.3842%
2.216

Total Sun City West Wastewater Portion of Dues & Memberships Expenses
$ 2.216

Adjustment toManagement Fees for Dues 8. Memberships Expenses
$ (2,216)

Adjustment to Revenue and/or Expense
3 (2,216)

1
2
3
4
5
6
7
8
g
10
11
12

13
14
15
15
17

18
19

20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
CB
49
50

Workpapers & Supporting Documents:
\Schedules\2008 Sun City West WWSo'\. A-F Rvsd.x!s
\Common\Labor\Az2008Labor,xls
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Arizona American Water Company - Sun city West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-9R

Exhibit
Schedule C-2 Rebuttal

Page 9
Witness: Kiger

Line

Adjust Pension Expense to Reflect Pension Expense at District Level

Test Year Adjusted Pension Expense .. Sun City West Wastewater
$ 150,285

Deferred Service Company Amortization of Pension Expense
s 151.088

4 Factor Allocation to Sun City West Wastewater
Sun City West Wastewater Portion of Deferred Svc Co. Amtz

$
6.3842%

9,646

Test Year Pension Expense Sun City Wes! Wastewater
$ 159,930

Increase/(Decrease) in Pension Expense
$ 9.646

Adjustment to Revenue and/or Expense
$ 9,646

1
2
3
4
5
6
7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment MHK-10R

Exhibit
Schedule C-2 Rebuttal

Page 10
Witness: Kiser

Adjust Rate Case Expense

Estimated Rate Case Expense (workpaper)
$ 678,425

Estimated Amortization Period in Years 3

Annual Rate Case Expense $ 225,142

09 Group 4 Factor - Sun City West Wastewater 13,113%

Allocated Rate Case Expense s 29,654

Pro Forma Rate Case Expense $ 29,654

Test Year Adjusted Rate Case Expense $ 39,060

Increase/(Decrease) Rate Case Expense $ (9,406)

Line
No.
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
15
17

18
19

20
21

22
23

Adjuslmeni to Revenue and/or Expense $ (9,406)

24
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28
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50
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Arizona American Water Company - Sun City Wes! Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment LJG~2R

Exhibit
Schedule C-2 Rebuttal
Page 11
Witness: Gutowski

Line

19
1
2
3
4

Normalize Bad Debt Expense

Net Charge Offs for Arizona American Water Company for Test Year 2008
$ .

<$202.21549>

6

7
8

Sun City WestWastewater's 4 Factor perceMaue 6 38%

Sun City Wastewaters portion of Net Charge Offs within Customer Accounting Exp
($12,901)

Test Year Adjusted Present Rate Revenue $5,661,710

Three 3 Year Average of Net Charge Offs 0.03%

9
10
11
12
13
14
15
16
17
18

Pro Forma Net Charge Ofls ($1.602)

Increase / (Decrease) to Test Year Adjusted Customer Accounting Expense
$11,299

19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
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41
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48
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50

Workpapers 8- Supporting Documents:

\Schedules\2Q08 Sun City West WW Sch. A-F Rvsd.xls



Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31. 2008
Income Statement Adjustment LJG~3R

Exhibit
Schedule C~2 Rebuttal

Page 12
V\htness: Gutowski

Ume

No.

Adjust Miscellaneous Expense for Water Testing Expenses'

Adjusted Test Year Water Testing Expense - Sun City West Wastewater
$ 10,222

Northwest Valley Treatment Facility
Northwest Valley Treatment Facility at 72%
2008 Test Year Water Testing Expense - revised

$ 13,196
72%

$ 9.501

Increase/(Decrease) in Water Testing Expense $ (721)

Adjustment to Revenue and/or Expense $ (721)

1 Water Testing Expense is paN of Miscellaneous Operating Expenses

4

1
2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20

21
22

23
24
25
26
27
28
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41
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44
45
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48
49
50
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Arizona American Water Company .. Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment LJG-4R

Exhibit
Schedule C-2 Rebuttal

Page 13
Witness: Guiowski

Adjust Proneriy Taxes to Reflect Proposed Revenues:

[A]
Property Tax Expense

[Bl
Property Tax Expense
For Conversion Fodor

$ $

s
$

5,661,710
5.661.710
5,661,710
5,661,710

$11,323,420

$
$

5,651,710
5.661.710
7,088,653
6,137,358

$12.274,715

Adjusted Revenues in Year Ended Dec. 2008
Adjusted Revenues in Year Ended Dec. 2008
Proposed Revenues
Average of Three Years of Revenue
Average of Three Years of Revenue, times 2
Add:
Construction Work in Progress at 10%
Deduct:
Net Book Value of Transportation Equipment

6.002 6,002

$ $

Full Cash Value
Assessment Ratio
Assessed Value
Property Tax Rate

$ 11,329,422
22%

2,492,473
5.423211%

$ 12,280_717
22%

2,701 ,758
5.423211%

Property Tax
Tax on Parcels

135,172
0

146.522
o

$ 135,172
135,172

Adjusted Test Year Properly Taxes at Present Rates (Line 18+Line 19, Col [A])
Property Taxes in the Test Year
Adjustment to Revenue and/or Expense (To Sch C-2, Col (AA]) $

$Adjusted Test Year Properly Taxes at Proposed Rates (Line 18+' ire 19, Col [B))
Adjusted Test Year Property Taxes at Present Rates (Line 21, Col [A])
Additional Property Taxes on Proposed Revenues (To Sch C~2, Col [AH]) g

$

146,522
135,172

11,350

CALCULATION OF PROPERTY TAX FACTOR TO COMPUTE GROSS REVENUE CONVERSION FACTOR (SCH C» 3):

Increase in Property Tax Due to Increase in Revenue Requirement (Line 28, Col [B]) s 11,350

Increase in Revenue Requirement (From Sch. AL) $ 1 ,480,l/56

Increase in Property Tax Per DoHar Increase in Revenue (Line 33/Line 35) 0.77%

Line

M
1
2
3
4
5
6

7
8
g

10
11
12
13
14
15
16
17
18
19
20
21
22
23

24
25
26
27
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45
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Arizona American Water Company - Sun City Wes! Wastewater
Test Year Ended December 31, 2008
Income Statement Adjustment LJG-5R

Exhibit
Schedule C-2 Rebuttal

Page 14
Wrtnessi Gutowski

x

Interest Svnchronization with Rate Base

Original Cost Rate Base (Sch. B-1, Ln. 24)
Weighted Cost of Debt from Schedule D~1
Synchronized Interest Expense
Test Year Interest Expense
increase (decrease) in Interest Expense

$

Line

1
2
3
4
5
6
7

8
g

$
8
$

18,21 t,016
3.00%

546,330
534,638

11,692

Adjustment to Revenues and/or Expense $ 11,692
10
11
12
13
14
15
16
17
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Income Statement AdjustmentLJG-6R

Exhibit
Schedule C-2 Rebuttal

Page 15
VVtness: Gutowski

Calculation of Income Taxes at Proposed Rates

[A]
Test Year
Adjusted
ReruNs

[B]
Adjusted
with Rate
Increase

Operating Income Before inc. Taxes
Interest Expense
Arizona Taxable IncoMe

$
$

376,410
546.330

H69 Q91\

s
$

1.791,585
546,330

1,245,254

Less Arizona Income Tax

Arizona Income Tax Rate
$ (11,840) $ 86,769

6.968%

Federal Income Before Taxes
Less Arizona Income Taxes
Federal Taxable Income

$

$

(169,921) $
(11,840)

(158,080) $

1 ,245,254
BB,769

1.158.485

Federal Income Taxes: 34.000% $ (53,747) $ 393,885

Line

1
2
3
4
5
6

7
8

9
10
11
12
13

14
15

16
17
18

19
20

Total Income Tax $ (65,587) $ 480,654

Tax Rate 38.60% 38.60%

Effective Income Tax Rates
State
Federal

6.968%
31 .63%

6968%
31 .63%

21
22
23
24
25
26
27
28

Test Year Income Taxes, Per Books
Increase in Income Taxes

s 52,682
(118,270)

Adjustment to Revenues andlor Expense $ (118,270)
29
30

31
32
33
34
35

Test Year Income Taxes, Adjiusted
Increase in Income Taxes

$ (65,587)
546,242

Adjustment to Revenues and/or Expense 546,242
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Computation of Gross Revenue Conversion Factor

Exhibit
Schedule C-3 Rebuttal

Page 1
Witness: Kiser

| ;~=,
1.11 #\J

Description
Federal Income Taxes

Percentage
of

Incremental
Gross

Revenues
31 ,63%

State Income Taxes 6.97%

Property Taxes Effective Rate 0.77%
Combined

One Minus Combined
38.60%
61 .40% 0.47%

Bad Debt Expense Effective Rate 0.03% One Minus Combined 61.40% 0.02%

Total Tax Percentage 39.09%

Operating Income % = 100% Tax Percentage 60,91 °/>

1
Operating Income %

Gross Revenue Conversion Factor

1.6417

No.
1
2
3
4
5
6
7
8
g
10
i t
12
13
14
15
16
17
18
19
20
21
22
23
24
25
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27
28
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Arizona American Water Company - Sun City West Wastewater
Test Year Ended December 31, 2008
Summary of Cost of Capita!
District Level .. Sun City West Wastewater _ Proposed

Exhibit
Schedule D-1 Rebuttal

Page 1
Witness:Broderick

End of Test Year End of Protected Year

Line
N i
1
2

Item of Capital
Long-Term Debt $

Dollar
Amount
9,774,247

Percent
of

Total
54.85%

Cost
Rate
5.47%

Weighted
Cost
3.00% $

Dollar
Amount
9,774,247

Percent
of

Total
54.85%

Cost
Rate
5.47%

Weighted
Cost
3.00%

Stockholder's Equity $ 8,047,025 45. 15% 12.25% 5.53% $ 8,047,025 45. 15% 12.25% 5.53%

Totals $ 17,821,272 100.00% 8.53% $ 17,821,272 100,00% 8.53%

Percent
of

Total
44.55%

Weighted
CostItem of Capital

Long-Term Debt $

Dollar
Amount
8,113,008

Cost
Rate
5.47% 2.4%

Dollar
Amount

$ 8,113,008

Percent
of

Total
44.55%

Cost
Rate
5,47%

Weighted
Cost
24%

Short Term Debt $ 3,021,208 16.59% 3.41% 0.6% $ 3_021_208 16.59% 3.41% 05%

Stockholder's Equity $ 7,076,801 38.86% 10.70% 4.2% $ 7,076,801 38.86% 10.70% 4.2%

Totals s 18,211,016 100.00% 7.2% s 18,2110016 100.00% 7.2%

\

1
2
3
4

5
6
7
8
9
10
11
12
13
14
15
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IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY,
AN ARIZONA CQMORATIQN, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS ANTHEM
WATER AND SUN CITY WATER DISTRICTS

IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
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Arizona-American Water Company
Direct Testimony of Paul G. Towsley
Docket Nos. W-01303A-09- 9 SW-01303A-09-
Page iii

1

EXECUTIVE SUMMARY

Paul G. Towsley testifies that:

Arizona-American's current financial condition is poor. The Company has taken a number of
important steps to reduce expenses and other drags on its earnings, and timely and adequate rate
relief from the Commission are necessary.

There are benefits of the Fourth Amendment to the Agreement for Anthem Water/Wastewater
Infrastructure to our customers. Accordingly, Arizona-American's request to include the March
31, 2008, refund of Advances in Aid of Construction to Del Webb/Pulte in the rate base for our
Anthem Water District and our Anthem Wastewater District is appropriate.

2

3
4
5
6
7
8
9

10
11
12
13
14
15
16
17

18

19

20

Arizona-American's Achievement Incentive Pay benefits our customers.

There are long-term benefits to our customers by consolidating Arizona-American districts for
raternaking purposes. Arizona-American supports consolidation of its districts but needs to
insure that the consolidation process does not cause further financial harm to Arizona-American
through delays in this case.



Arizona-American Water Company
Direct Testimony of Paul G. Towsley
Docket Nos. w-01303A_09- 9 SW-01303A-09-
Page 1 of21

I INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.2

3

4

Q.

My name is Paul G. Towsley. My business address is 19820 N. 7m St. Suite 201,

Phoenix, AZ 85024.

5

6

7

8

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am the President of Arizona-American Water Company, New Mexico-American Water

Company and Hawaii-American Water Company, which are subsidiaries of American

Water Works Company, Inc. ("American Water").

9

10

11

Q. PLEASE DESCRIBE ARIZONA-AMERICAN WATER COMPANY AND ITS

BUSINESS.

2

13

14

15

16

17

18

19

20

21

Arizona-American Water Company ("Arizona-American" or "Company") is a wholly-

owned subsidiary of American Water. Arizona-American is a public service corporation

engaged in providing water and wastewater utility service in portions of Maricopa,

Mohave, and Santa Cruz Counties. Arizona-American is Arizona's largest investor-

owned water and wastewater utility, serving approximately 100,000 water customers and

50,000 sewer customers in the state. To serve its water customers, Arizona-American

owns, operates and maintains potable water production, treatment, storage, transmission,

and distribution facilities. To serve its wastewater customers, Arizona-American owns,

operates, and maintains collection and treatment facilities. Arizona~Arnerican also

provides treated effluent to customers for irrigation and other uses for water re-use

through purple distribution pipes.

22

23

A.

A.

A.

Q. WHAT ARE YOUR RESPONSIBILITIES AS THE PRESIDENT OF ARIZONA-

AMERICAN?



Arizona-American Water Company
Direct Testimony of Paul G. Towsley
Docket Nos. W-01303A-09- , SW-01303A-09-
Page 2 offal

2

3

4

5

6

As President, I am responsible for maintaining Arizona-American's financial health,

enhancing the operating efficiency and reliability of the business, and for assuring that all

functions (e.g. planning, engineering, construction, production, distribution, customer

service, accounting, regulatory and human resources) are carried out in compliance with

local, state, and federal laws and regulations, and standards of good business practice. I

am also ultimately responsible for assuring that we meet our customers' needs.

7

8

9

Q- PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science degree in Mechanical Engineering from the United

States Merchant Marine Academy in 1980.

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.10

11

2

13

14

15

I have been employed by American Water since 2002 as President of its Western Region

and/or various state regulated affiliates. Prior to that, I was employed by Citizens

Utilities Company in a variety of positions spanning twenty years, including Vice

President, Citizens Water Resources, Vice President, Arizona Energy, Vice President,

Arizona Electric, and Vice President, Mohave Sector.

16

17

Q- ARE YOU A REGISTERED PROFESSIONAL ENGINEER?

I am a registered Professional Engineer in the states of Arizona and Hawaii.

18

19

20

21

22

23

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE REGULATORY

COMMISSIONS?

A.

A.

A.

A.

A.

Yes. I have testified before the Arizona Corporation Commission ("Commission") on

numerous occasions. I have also testified before the California Public Utilities

Commission, the New Mexico Public Regulatory Commission, the Hawaii Public

Utilities Commission, and the Illinois Commerce Commission.
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2

3

II

Q.

PURPOSE OF TESTIMONY

WHAT IS THE PURPQSE OF YOUR TESTIMONY IN THIS CASE?

A. Please see the executive summary of my direct testimony.

4 III ARIZUNA-AMERICAN'S FINANCIAL COND1T10N

WHAT IS ARIZONA-AMERICAN'S CURRENT FINANCIAL CONDITION?5

6

Q-

7

8

9

10

03
14

15

16

17

18

19

20

21

Arizona-American's operating districts have under-earned for several years, and Arizona-

American, as a whole, has lost over $31 million since American Water purchased the

water and wastewater assets of Citizens Utilities in 2002. This unfortunate trend

continues. Arizona-American had a net loss of $1 .8 million in 2008, which was an

improvement over its $4.6 million loss in 2007. However, I expect that Arizona-

American's losses will continue through at least 2009, until new rates are implemented in

the Company's currently pending 2007 test year rate case affecting seven of its districts.

The Commission is already aware of Arizona-American's poor financial condition. For

example, in Decision No.69730 (July 30, 2007), the Commission evaluated Arizona-

American's "Times Interest Earned Ratio", or "TIER" and stated that "TIER represents

the number of times earnings will cover interest expense on short-term and long-term

debt.... A TIER of less than 1.0 is not sustainable in the long-term ...."l The Commission

further concluded that Arizona-American's TIER was only 0.44 at the end of 2006,

meaning that Arizona-American cannot be a viable long-term water utility unless it can

improve its TIER. So far, despite many actions taken, TIER has not improved. Arizona-

American's TIER was just 0.52 at December 31, 2008.

22

23

Q- WHAT FACTORS CONTRIBUTED TO ARIZONA-AMERICAN'S CURRENT

FINANCIAL CONDITION?

1 Decision No. 69730, at 3, In. 18-21.

A.
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Arizona-American's current financial condition can be attributed to at least three factors.

2

3

First, in Decision No. 65453 (December 12, 2002), the Commission imposed a

moratorium on filing rate case applications from January 2003 until January 2006. This

4

5

largely prevented Arizona-American from transferring capital investments into rate base

and from recovering increased operating expenses .

6

7

8

9

10

11

12

3

14

15

16

17

18

19

Second, Decision No. 63584 (April 24, 2001) included a provision that assets purchased

from Citizens Utilities would not be immediately included in rate base, but would

instead be amortized into rate base over a period ranging from six and one-half years to

ten years. This was accomplished by imputing regulatory Advances in Aid of

Construction ("imputed regulatory AlACs") and regulatory Contributions in Aid of

Construction ("imputed regulatory CIACs"). Despite the resulting delay in recognizing

these assets, Arizona-American had agreed to this condition with Commission Staff,

including an agreed upon one-year rate moratorium. The Commission-imposed three-

year moratorium meant that Arizona-American could only begin to recover these assets

after the moratorium expired, new rate cases were tiled, and the Commission approved

recovery. The first case to approve recovery of any portion of the amortization was

Decision No. 69440, dated May l, 2007, for the Mohave Water and Wastewater Districts.

To date, Arizona-American has been authorized rate recovery of only $44 million of

imputed regulatory AlACs out of a total of $113.4 million of imputed regulatory AIACs.

20

21

22

23

24

5

A.

Third, the nature of historic test years in Arizona automatically causes a lag between the

date a company expends capital and the date that a company starts to earn a return on that

capital. This is a particular issue for companies like Arizona-American that must invest

to meet the needs of their customers in faster growing areas like the Phoenix metropolitan

area andMohaveCounty. In one of our fastest growing districts, Agua Fria Water,

current rates, excluding ACRM surcharges, are based on a 2001 test year.
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Q. HAS THE COMMISSION AUTHORIZED SOME MECHANISMS TO PROVIDE

2 ARIZONA-AMERICAN RATE RELIEF?

3

4

5

6

7

8

9

10

11

12

3

14

15

16

17

Yes, and I would be remiss if I didn't acknowledge how the Commission has helped

Arizona water utilities, including Arizona-American. The most significant assistance has

been the availability of the Commission's Arsenic Cost Recovery Mechanism ("ACRM")

and the lifting of the three-year moratorium as it applied to Arizona-American's Paradise

Valley Water District. In Decision No. 68310 (November 14, 2005), the Commission

authorized Arizona-American to use ACRMs for its Havasu Water, Agua Fria Water, and

Sun City West Water districts. Then, in Decision No. 68858 (July 28, 2006), the

Commission authorized Arizona-American to use an ACRM for its Paradise Valley

Water District. The ACRMs have allowed Arizona-American to begin recovering $60.3

million in arsenic treatment investments, without the usual regulatory lag and the need to

file rate cases. Without these ACRMs, Arizona-American's financial condition would be

that much worse. The Commission has also helped Arizona-American by approving

innovative financing proposals for fire-fiow prob ects in its Paradise Valley Water District

and its White Tanks regional surface water treatment facility in its Agua Fria Water

District.2

18 Q.

19

WHAT ARE THE CGNSEQUENCES OF ARIZONA-AMERICAN'S POOR

FINANCIAL CONDITION?

20

21

22

23

24

Arizona-American could not have made all the necessary capital investment in Arizona

without American Water's willingness to infuse new equity and make long-term

borrowing at a very attractive rate to Arizona-American. I don't know how much longer

Arizona-American's access to capital from or through its parent will continue if Arizona-

American continues to under-eam as compared to its peer subsidiaries. Without

2 Decision No. 68858, dated July 28, 2006, Decision No. 69914, dated September 27, 2007.

A.

A.
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2

3

4

5

6

American Water's financial commitment to Arizona-American, Arizona-American could

face the threat of financial restructuring if its financial condition does not improve soon.

Arizona-American is already facing capital restrictions such that only the White Tanks

Water Treatment Plant and an enterprise-wide business systems transformation project

are being funded by American Water. For all other projects, Arizona-American must

now rely on its own internally-generated funds.

Q. WHY IS TIMELY AND ADEQUATE RELIEF FROM THE COMMISSION IN

THIS CASE CRITICAL TO ARIZONA-AMERICAN'S LONG-TERM

FINANCIAL HEALTH?

7

8

9

10

11

12

3

14

15

16

17

In order to be a financially viable and stable water and wastewater utility to our

customers and investors, Arizona-American must make a reasonable return on and return

of the investment made by our shareholder. Currently, only $164.8 million of Arizona-

American's investment is in rate base. In other words, although our customers in Arizona

are enjoying the benefit of $354.5 million worth of Arizona-American's permanent

capital investment, they are only paying for approximately 46% of the assets. In this

case, we are seeking to put an additional $55.6 million of our capital investment in rate

base.

18

19

20

21

22

23

24

5

A.

It is also important that the Commission timely approve the requested rate relief. The last

two Arizona-American rate cases (Docket Nos. WS-01303A-06-0403 and WS-01303A-

06-0491) experienced prolonged delays during the Commission-approval process,

resulting in approximately $3.7 million lost in revenue. The revenue lost from these two

delays can never be recovered by Arizona-American. Given the magnitude of the rate

relief sought in this case, while operating losses are expected to continue in 2009,

Arizona-American cannot bear any delays in obtaining timely Commission approval of

the rate increases requested in this application.
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Q. WHAT STEPS HAS ARIZONA-AMERICAN TAKEN TO PREVENT FURTHER

DETERIORATION DF ITS FINANCIAL CONDITION?2

3

4

A.

5

First, Arizona-American has not paid a dividend to its parent, American Water since

2003. This has helped slow the erosion of Arizona-America's equity balance, but comes

at the expense of our shareholder.

6

7

8

9

10

11

12

Second, despite Arizona-American's failure to pay dividends, or even to generate

positive earnings, American Water has up until recently still been willing to infuse new

equity to offset the equity ratio erosions caused by these continuing losses and the need to

issue new debt to itlnd capital projects. American Water infused $35 million of equity in

2006, $15 million more in 2007, and another $20.2 million in 2008. The goal of these

equity infusions was to maintain Arizona-American's equity ratio within the

Commission's 40% to 45% target.3 There are no further planned equity investments from

American Water.3

14

15

16

17

Third, Arizona-American will also continue to provide quality water and wastewater

services to our customers, but we must minimize operating losses by carefully managing

operating expenses and eliminating any discretionary projects that do not have a

Commission-approved funding mechanism.

18

19

Fourth and finally, this rate application seeks timely and adequate rate relief. It is a

critical part of our strategy to restore Arizona-American's long-term financial health.

Q. HAS ARIZONA-AMERICAN TAKEN OTHER STEPS TO PREVENT FURTHER

DETERIORATION OF ITS FINANCIAL CONDITION?

20

21

22

23

A. Yes. Arizona-American has cut its planned capital expenditures over the next five years

by almost fifty percent. Over $92.5 million of specific Company-funded capital projects

3 Decision No. 68858, dated July 28, 2006
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2

3

4

5

have been either deferred or eliminated, which represents a 46% reduction from Arizona-

American's previous capital plan. In addition, almost $3 million of recurring project

capital funding has been deferred or eliminated in 2009 and 2010, which represents a

10% reduction in capital from Arizona-American's most recent plan consistent with a

reliance solely on our internally-generated funds.

6

7

8

9

10

11

12

3

14

15

Q- WHAT ELSE IS ARIZONA-AMERICAN DOING TO REDUCE COSTS?

For 2009 and beyond, Arizona-American has reducedstaff positions by 25, which

represent $1 .1 million in gross salary dollar savings. These position reductions come

from the deferral or elimination of planned positions, the consolidation of existing

positions as vacancies occur, and the elimination of certain existing positions.

Management has also examined all costs in the business and has reduced its budget for

controllable costs compared to its previous plan including a variety of measures including

reductions in office expenses, reductions in telecommunication expenses, reductions in

training and travel expenses, elimination of all business-development costs, reductions or

deferral of certain maintenance expenses, and other items.

Q~ HOW ELSE CAN ARIZONA-AMERICAN PREVENT FURTHER

DETERIORATION OF ITS FINANCIAL CONDITION?

16

17

18

19

20

A. As noted above, rate relief is critical. The current rate application seeks timely and

adequate rate relief. This is the most critical part of our strategy to restore Arizona-

American's long-term financial health.

21

22

23

IV

Q,

A.

PULTE POST TEST YEAR TRUE-UP PAYMENT

PLEASE DESCRIBE THE FOURTH AMENDMENT TO THE AGREEMENT

FOR ANTHEM WATER/WASTEWATER INFRASTRUCTURE ?
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1

2

3

4

5

6

7

8

9

10

A. The Fourth Amendment, entered into by Arizona-American and Pulte Homes, Inc.

("Pulte"), provides rate relief for Arizona-Arnerican's Anthem customers in this rate case

and fixture rate cases. Under the Agreement for Anthem Water/Wastewater Infrastructure

("Anthem Agreement"), Arizona-American is contractually obliged to refund

$30,813,221 of the Advance in Aid of Construction ("Anthem Refund") to Pulte at build-

out of the Anthem community, which occurred in September of 2007. After extensive

negotiations requested by the Commission in the last Anthem rate case (Docket No. WS-

01303A-06-0403), Arizona-American and Pulte agreed to enter into the Fourth

Amendment, which permanently reduces the amount of the Anthem Refund by $1 .5

million and deferred the remaining amount of the Anthem Refund into two interest-free,

installment payments - 75% of the refund due on March 31, 2008, and the remaining 25%

due on March 31, 2010.

Q- HOW DOES THE FOURTH AMENDMENT BENEFIT THE ANTHEM WATER

AND WASTEWATER CUSTOMERS?

3

14

15

16

17

18

19

20

21

22

23

A. The Fourth Amendment reduces revenue requirements for Anthem Water and

Wastewater in this case by approximately $1.1 million. Part of this savings to Anthem

customers is a result of Pulte's willingness to reduce the amount of Anthem Refund owed

by $1 .5 million. This permanent reduction is being treated as additional Contributions in

Aid of Construction from Pulte to pay down the cost of the Anthem infrastructure, and

has the effect of reducing Anthem's rate base by $1 .5 million in this rate case. Pulte also

agreed to defer until March 31, 2010, without interest, $6,742,041 of the Anthem Refund

that would otherwise have been due in late 2007. Arizona-American, therefore, will not

seek recovery of $6,742,041 in this rate case as a direct result of the Fourth Amendment.

Q- DOES ARIZONA-AMERICAN SEEK RECOVERY OF THE MARCH 31, 2008,

REFUND IN THIS CASE?
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1

2

3

Yes, the payment occurred early in the test year. It is appropriate to include the March

31 , 2008, Anthem RefUnd to Pulte in rate base. The capital investment associated with

the refund has been providing service to the Anthem residents since 1998 .

4

5

6

7

8

9

10

11

12

3

14

15

16

17

V

Q.

ACHIEVEMENT INCENTIVE PAY ("AlP")

PLEASE DESCRIBE THE REASONS WHY ARIZONA-AMERICAN IS

PROVIDING AN AlP?

To attract and retain high quality personnel, Arizona-American needs to insure that the

"total compensation" offered to its employees is competitive with other companies. Total

compensation is a combination of key items including base salary, incentive pay,

pension, 401k, group insurance and some other lesser benefit items. The total value of all

of these items makes up the total compensation. Adjusting any one of these components

will require an offsetting adjustment in another component to maintain the value of the

total compensation offered to our employees. When used properly, incentive pay helps to

align the employees' work activities with the goals of the Company and its customers in a

way that straight salary dollars cannot achieve as effectively. A well-designed incentive-

pay plan can pull people together, direct them to achieve the goal you want them to

achieve, and helps us better compete in a competitive labor environment.

18

19

20

21

22

23

24

Q. DO ARIZONA-AMERICAN CUSTOMERS BENEFIT FROM A WELL-

DESIGNED INCENTIVE PAY PLAN?

A.

A.

A.

Yes, for the following reasons. Being able to attract and retain qualified employees to

manage and operate Arizona-American operations is certainly in the best interest of the

Arizona-American customers. However, even more importantly, the AlP is designed to

encourage and reward exactly the Company results and employee behaviors that matter to

these customers.
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1

2

3

4

5

6

7

8

Q- PLEASE DESCRIBE ARIZONA-AMERICAN'S AlP PLAN THAT SUPPORTED

AlP PAYMENTS DURING THE TEST YEAR 2008.

All full-time management, professional and technical employees of Arizona-American

who were employees as of December 31, 2007, or retired during the AlP plan year, were

eligible to participate in the AlP. Payments for the 2007 AlP plan occurred in the test

year 2008. The AlP is designed to award participants for the performance results they

attain during the plan year. There are three performance components: financial,

operational, and individual.

9

10

11

12

3

14

Q. WHAT ARE THE FINANCIAL COMPONENT MEASURES?

Operating income is the key financial measure. Targets are set for both Arizona-

American and American Water. We believe that this measure is the most critical gauge of

our business success and is consistent with other affiliated business units. Operating

income is essentially the profit generated before any interest income or expense, AFUDC

and income taxes.

15

16

17

18

19

20

21

22

Q- HOW DOES THE FINANCIAL COMPONENT BENEFIT CUSTOMERS?

Operating income relates to the portion of the financial statements which are most closely

linked to the majority of the employees and is a critical precursor to key external items

such as Net Income and Cash Flow. These external measures are used to evaluate the

financial health of not only Arizona-American, but its parent American Water.

Consistently meeting these projections is a critical part of Arizona-American's ability to

encourage more investment from American Water to fund capital projects that benefit our

customers.

23

A.

A.

Q-

A.

WHAT ARE THE OPERATIONAL COMPONENTS INCLUDED IN THE AlP?
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2

The Operational component includes three parts: (1) Customer Service, (2)

Environmental Compliance and (3) Health and Safety.

3

4

5

6

Q. PLEASE DESCRIBE EACH PART OF THE OPERATIONAL COMPONENT.

Under the Customer Service measure, we are striving on an annual basis for:

1. Favorable results in our regular customer satisfaction survey, and

2. Favorable results in our customer service quality study.

7

8

9

10

11

2

For the Environmental measures, our annual goal is no public notification or customer

advisories in violation of drinking water or wastewater regulations. Again, customers are

the obvious beneficiaries. For the Health and Safety measure, our annual goal is meeting

specified targets for Lost Workday Case Rate which is a nationally used metric for

injuries that result in time away from work. In this case, customers benefit from well-

trained, careful employees operating in a safe, well-maintained workplace.

13

14

15

Q. WHAT IS THE INDIVIDUAL COMPONENT?

The Individual component is based on the overall performance rating for the employee as

provided by the employee's supervisor in the employee's annual review.

16

17

18

19

20

21

22

Q. HOW DO THE PERFORMANCE RATINGS SUPP0RT ARIZONA-

AMERICAN'S PERFORMANCE?

Each employee works with his or her supervisor at the beginning of the plan year to

determine their individual performance objectives. These individual performance

obi ectives align employees' activities with Arizona-American's performance objectives.

At the end of the year, each employee's performance is rated against their individual

performance objectives.

23 Q.

A.

A.

A.

A.

HOW DO PERFORMANCE RATINGS BENEFIT CUSTOMERS?
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1

2

3

4

Many of the individual performance objectives are directly related to improved customer

service. Others relate to improving employee skills, such as teamwork and problem

solving. Overall, the objectives support Arizona-American's overall performance, which

directly relates to the customer benefit that I just discussed.

5

6

7

8

9

10

11

12

3

Q. HOW ARE THE THREE AlP COMPONENTS (FINANCIAL, OPERATIONAL,

AND INDIVIDUAL) WEIGHTED IN DETERMINING AN EMPLOYEE'S

AWARD?

One of our key incentive principles is that participants should be measured on

performance they can directly influence. Therefore, different employee classes have

different component weightings. For example, senior employees can more directly

influence financial goals, so the financial category is more heavily weighted for these

employees. Other employees whose roles are more operationally focused have the

operational category more heavily weighted.

14

15

16

Q. WHAT ARE THE AlP EXPENSES FOR THE TEST YEAR?

In 2008, Arizona-American employees earned $475,900 in AlP as part of our employees'

total compensation package.

17

18

19

20

21

22

23

24

DISTRICT CONSOLIDATION FOR RATEMAKING PURPOSES

IN ARIZONA AMERICAN WATER'S MOST RECENT RATE CASE (DOCKET

08-227) THERE WAS DISCUSSION REGARDING DISTRICT

CONSOLIDATION FOR RATEMAKING PURPOSES. WHAT WAS THE

OUTCOME OF THOSE DISCUSSIONS?

VI

Q.

A.

A.

A.

A.

No final decision has been made as of this date by the Commission in that case regarding

rate consolidation or other issues. As further discussed in Mr. Broderick's direct

testimony, the Company, Commission Staff and RUCO concluded that since Docket Nos.
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2

3

4

5

6

7

8

9

10

W-01303A-08-0227 and SW-01303A-08-0227 ("Docket 08-227") contained only a part

of the Company's water and wastewater systems, because all customers had not earlier

received notice that such an important issue was under consideration, and the parties were

simply unable to devote the time and attention required at that time for such an important

issue, that case was probably not the best vehicle for implementing rate consolidation.

Staff witness Mr. Elijah Abinah also made some important points in his testimony and

during his cross-examination in the case. It appeared that many of the participants in the

case wanted to evaluate the issue further and to have it presented to the Commission

again in an upcoming case. In his direct testimony, Mr. Broderick also discusses possible

next steps and implications of rate consolidation.

11

12

3

14

15

16

17

18

19

20

Q, IN GENERAL, DO YOU BELIEVE THAT RATE CONSOLIDATION IS

IMPORTANT FOR WATER AND WASTEWATER UTILITIES IN ARIZONA?

Yes. There are a number of reasons that I believe consolidation to be important. These

include improved rate case efficiency, improved ability to make needed capital

investments in smaller districts without imposing burdensome rate increases, improved

ability to acquire small troubled water systems, improved ability to implement Best

Management Practices ("BMPs") for water conservation, improved ability to fund and

manage low-income programs for customers, and a desire to bring the tariff structure of

water and wastewater utilities more in line with those of other regulated utilities in

Arizona. These all lead me to strongly support consolidation from a philosophical basis.

21

22

23

24

5

A.

Rate consolidation of water and wastewater utilities is a topic being addressed by a

number of public utility commissions throughout the country. Historically, water and

wastewater company districts in Arizona have tended to have separately filed tariffs for

each district based on the unique history of each district and because each district is likely

to be physically disconnected from other districts. Yet this historic approach overlooks
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2

important aspects of how multi-district water companies operate and has created

consequences that if left unchecked can cause customer harm in the long term.

3

4

5

6

7

8

9

10

11

12

3

14

15

While it is true that the physical distribution infrastructure (piping, wells, tanks, etc.) of

each of our water districts is in most cases separate from other districts, the water supply

(the underground water source or the surface water source) is clearly not separate

between districts. So, in this important sense, our districts are connected. Other major

utilities, including electric utilities (Arizona Public Service and Tucson Electric Power),

natural gas utilities (Southwest Gas and Unisource) and telephone utilities (Qwest), tend

to have unified tariff structures across Arizona (or in some cases a few separate tariff

structures) even though they serve many different communities. Their physical

distribution infrastructures rely on common supply (electric power plants, natural gas

transmission lines, or backbone communication networks) not unlike our common water

supplies, so the justification as to why water companies should be on unique tariffs for

each district, and the other utility segments not being on unique district-based tariffs

based only on physical infrastructure, is not compelling.

16 Q. TURNING SPECIFICALLY TO ARIZONA-AMERICAN, How COULD RATE

CONSOLIDATION BENEFIT ARIZONA-AMERICAN CUSTOMERS?17

18

19

20

21

22

23

24

5

A. There are many challenges and problems associated with having numerous rate-making

districts within Arizona-American. One challenge of having multiple rate-making

districts (Arizona-American has 13) is that it is more costly to prepare and prosecute rate

cases for all parties involved. Currently, Arizona-American is required to file an

application with separate costs identified and tariffs established for each district, and the

Commission is required to issue separate findings, separate rate-base schedules, separate

cost-of-service studies, and separate sets of tariffs, for each district. This is not efficient.

Commission Staff and RUCO also have larger workloads due to their involvement in
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2

3

multiple district rate cases rather than participating in fewer rate cases with consolidated

districts. Rate consolidation could address those inefficiencies and duplicative costs by

using our respective resources more effectively.

4

5

6

7

8

9

10

11

12

Rate consolidation would also benefit customers by enabling Arizona-American to

establish a single water conservation program across all of its districts. This single

program, administered centrally, would allow Arizona-American to implement BMPs

identified by the Arizona Department of Water Resources in all of its districts regardless

of whether they are located within an Active Management Area ("AMA") or not, and

regardless of whether their source of water is groundwater, surface water, or a

combination of the two. Since water conservation, water re-use, and implementation of

BMPs are so important here in the arid southwest, rate consolidation could provide

important tools and resources to increase our effectiveness in these areas.

13

14

15

16

17

Rate consolidation would also benefit customers by allowing for the establishment of a

state-wide low-income program. This would reduce administrative costs and penni low-

income assistance to flow to vulnerable customers in our neediest communities. It simply

makes more sense than having programs in only certain districts or having multiple

programs in multiple districts.

18

19

20

21

22

Rate consolidation would also help address the relative imbalance of district-based

capital needs and their relative number of customers. Small districts tend to face

disproportionally larger rate increases due to necessary capital investments which lack

economies of scale as compared to larger districts. Rate consolidation would lessen the

rate shock otherwise associated with capital investments made in small districts.
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Q- CAN YOU PROVIDE ANY EXAMPLES OF SMALLER DISTRICTS BEARING

DISPROPORTIONATELY LARGER RATE INCREASES DUE TO CAPITAL

INVESTMENTS?

2

3

4

5

6

7

8

Let me provide a couple of examples within Arizona-American. In our Mohave

Wastewater District, Arizona-Arnerican's customers are potentially facing a large rate

increase because of the severely needed multi-million dollar Wishing Well Wastewater

Treatment Plant upgrade and expansion. If this investment had been spread across a

larger customer base, the per-customer rate increase would be much lower.

9

10

11

12

3

14

15

16

In our Tubac Water District, an arsenic treatment facility needed to comply with EPA

requirements will probably cost over $2 million and could lead to a very large rate

increase, just for this one item. If- as we now anticipate - federal ARRA (American

Recovery and Reinvestment Act of 2009) funds are obtained from WIFA and applied to

the project, the capital cost to be recoverable in rates will still be about $1 million.

Spreading investment costs among a larger number of customers typically provides for

lower cost increases on a per-customer basis. This would lead to greater rate stability in

the smaller districts, but potentially among larger districts as well.

17

18

19

20

21

22

23

24

5

Q. ARE THERE ANY OTHER CONSEQUENCES OF OPERATING MULTIPLE

WATER DISTRICTS?

Yes. Multiple rate-making districts inhibit a company's ability to take on small troubled

water systems. Many of these systems today are not meeting state and federal standards

and do not have the financial, technical, and managerial capability to do so. In most

cases, if a larger water or wastewater utility were to acquire one or more of these systems,

significant capital investments would be needed to bring them up to current standards.

However, because these necessary capital improvements would be borne by only the

customers in those small systems, the resulting rate increases would be extremely high.
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2

3

This leads to inevitable customer opposition and likely disappointing results at the

Commission. As a consequence, the acquisition is not made, the system remains

inadequate, and its customers are at risk.

4 Q- CAN YOU PROVIDE AN EXAMPLE OF AN ACQUISITION THAT WAS NOT

MADE BECAUSE OF THE CURRENT MULTI-DISTRICT MODEL?5

6

7

8

9

10

11

12

3

14

Yes. Sabrosa Water is a small troubled water system located near Arizona-American's

Anthem Water District. The owner of Sabrosa Water walked away from the system and

the State of Arizona was faced with the unenviable task of cleaning up the legal and

financial mess left by the owner. Arizona-American operated this system for a number of

years on behalf of the Arizona Corporation Commission and made htmdreds of thousands

of dollars in investments to the system to enable it to deliver water more reliably. Other

custodial operators of Sabrosa Water after Arizona-American may have also made

investments. However, the system still requires much investment to bring it up to current

standards. \

15

16

17

18

19

20

If Arizona-American were to acquire Sabrosa Water and make the hundreds of thousands

of dollars in necessary capital investments, customer rates for the few hundred accounts

there would increase by well over 100%. On the other hand, if Sabrosa were

consolidated into Arizona-American's other water districts, statewide rates would only

have to go up a small amount to recover the necessary investments in the Sabrosa Water

system.

21

22

23

Sabrosa Water is far from the only small troubled water system in this State. The

Commission is aware of many other systems that are candidates for acquisition, but

haven't been taken on because of the issues I have described above (along with
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1

2

disappointing overall returns on Arizona investments). Rate consolidation would

certainly encourage larger well-run utilities to address these small troubled systems.

3

4

5

6

7

8

9

Rate consolidation as a public policy matter should be debated, but my strong personal

opinion is that the old multiple-district tariff model does not work as well as it could, Ml]

not allow Arizona to address the numerous small troubled systems that exist in the state,

tends to retard administrative efficiency for water utilities and the Commission, sub-

optimizes the deployment of water conservation programs and low income customer

programs, and will perpetuate the current climate of higher customer costs and/or

insufficient investments in smaller water and wastewater districts.

10

11

2

13

14

Q. HOW DO YOU ANSWER CONCERNS FROM COMMUNITIES THAT WILL

TEND TO SEE A LARGER RATE INCREASE IN THE SHORT TERM IF

DISTRICTS ARE CONSOLIDATED FOR RATE-MAKING PURPOSES?

15

16

17

18

19

20

21

22

23

24

5

A. This, of course, is the thorniest aspect of rate consolidation. At the time rates are

consolidated there will be districts in our Company in which customers will see a bigger

change in their bills than in other districts. This could be because of the relative size of

the customer base in different districts. Or it could be because the facilities that serve

customers in one district are older and therefore cost less when they were installed many

years ago, than newer facilities in another district. This, though, is only a snapshot of the

situation at this moment in time. Over a period of years, all facilities will need to be

replaced or upgraded as they wear out or as new regulations come into effect. When these

new facilities are installed, they will inevitably be more expensive than the ones they

replace. Over time, districts that have older and less costly plant will see it replaced with

newer and more costly plant, Without consolidated rates, the burden for these new more

costly facilities will fall only on the customers in that district, the implication being

higher rates and possible rate shock. In other words, just because a particular district has
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1

2

3

4

lower rates today does not mean that those rates will remain lower inthe future. Rate

consolidation tends to spread out the cost of new facilities and replacement facilities over

larger groups of users, reduces the relative size of rate increases, and mitigates the risk of

rate shock. This benefits all users over the long term and is one reason that many other

states have moved to consolidate water and sewer rates among larger groups of5

6 customers.

Q. DO YOU AGREE WITH THE RATE CONSOLIDATION CRITERIA THAT

STAFF WITNESS ELIJAH ABINAH PROPOSED IN HIS TESTIMONY IN

DOCKET 08-227?

Yes. Mr. Abinah proposed that a number of criteria should be considered when

evaluating rate consolidation. These include public policy, public health and safety, price

shock/mitigation, proximity, community of interest, other jurisdictions, and economies of

scale/rate case expenses. While these are not necessarily the only criteria to be evaluated,

I agree that they are a good starting point for consideration in this case.

7

8

9

10

11

12

3

14

15

16

17

18

19

20

21

22

23

24

25

Q. WHAT ARE THE NEXT STEPS FOR CONSOLIDATION?

A.

A.

As further discussed in Mr. Broderick's testimony, we need clear Commission guidance

on consolidation in the final order in Docket No. 08-227 in order to move forward

constructively. A policy statement is critical to informing customers, especially those

that would experience rate increases under consolidation, that the overall long-term

benefits of consolidation are significant. Provided that the Commission provides adequate

and timely guidance, the Company intends to file an initial, complete, state-wide rate

consolidation proposal in October or November 2009. The revenue requirement

embodied in that proposal would be the amount approved in 08-227 for the districts in

that case, plus the Company's requested revenue requirement for the districts in this new
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2

3

4

case. In other words, the proposal for state-wide rate consolidation would be revenue

neutral for Arizona-American. We envision a separate required public notice of the

proposed consolidated rates to all of Arizona-American's customers shortly after the

October/November 2009 filing. In regards to whether separate procedural dates should

be established for considering rate consolidation, it may be useful to treat rate

consolidation as a separate phase distinct from the revenue requirement phase in this rate

5

6

7 case.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?8

9 A. Yes.
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1

EXECUTIVE SUMMARY2

3
4
5
6

Paul G. Towsley testifies that:

The Infrastructure System Replacement Surcharge for the Sun City Water District benefits
customers by providing for the systematic replacement of aged infrastructure in a manner which
does not lead to the type of rate shock that would be encountered under traditional ratemaking.

Arizona-American has made progress in reducing non-account water levels in the Sun City
Water District and the Staff proposed reduction in power and chemical expenses for that District
should be rejected.

7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

The Annual Incentive Plan costs for Arizona-American employees should be included in rates
with only a 30% reduction from total Annual Incentive Plan costs to reflect the financial
component of the Plan. Likewise, Annual Incentive Plan costs for employees of the Service
Company should be included in rates to the same extent as the Annual Incentive Plan costs for
employees of Arizona-American are included in rates. The RUCO proposed adjustment should
be rejected.

The 2008 Anthem refund payment to Pulte should be included in ratebase because it was paid
before the end of the Test Year and the proposal for a phase-in of this payment into ratebase
should not be adopted. The Anthem Community Council proposed adjustment should be
rejected. .

2
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1

2

3

4

I INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Paul G. Towsley. My business address is 2355 West Pinnacle Peak Road,

Phoenix, AZ 85027.

ARE YOU THE SAME PAUL G. TOWNSLEY WHO PROVIDED DIRECT

TESTIMONY IN THIS CASE?

5

6

7 Yes.

8

9

10

11

II PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

Please see the executive summary of my rebuttal testimony.

13

14

15

16

17

III INFRASTRUCTURE SYSTEM REPLACEMENT SURCHARGE

ARE YOU ADOPTING THE DIRECT TESTIMONY OF CHRISTOPHER c.

BULS IN REGARDS TO A REQUEST TO IMPLEMENT AN

INFRASTRUCTURE SYSTEM REPLACEMENT SURCHARGE?

Yes.

18

19

20

21

DID ANY OTHER PARTIES TO THIS CASE RESPOND TO ARIZONA-

AMERICAN'S PROPOSAL?

Only Mr. William A. Rigsby on behalf ofRUCO who recommends that the Arizona

Corporation Commission ("Commission") reject Arizona-American's proposal.

22

23

DO YOU AGREE WITH MR. RIGSBY'S POSITION?

A.

A.

A.

A.

A.

A.

No I do not.
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I Q, PLEASE EXPLAIN WHY YOU DISAGREE.

2

3

4

5

6

7

8

9

10

11

12

The Sun City Water District has some of the oldest infrastructure of any of Arizona-

American's service areas. Because of its age, the infrastructure in this District is at a

point in the asset life cycle where significant levels of replacement capital will need to be

invested and Arizona-American is planting for capital investments to address this. An

Infrastructure System Replacement Surcharge ("ISRS") is an important tool to better

smooth out rate increases related to infrastructure replacement and to minimize rate shock

to Sun City water customers. This type of surcharge has also successfully facilitated

necessary infrastructure replacement in other states. The ISRS has important safeguards

as detailed in Mr. BuTs testimony to protect ratepayers and similar surcharges have been

approved by a number of other state Public Utility Commissions. This Commission

should approve an ISRS in order to facilitate the orderly reinvestment in facilities in Sun

13 City.

14 Q- MR. RIGSBY CHARACTERIZES THE ASSETS CONSTRUCTED UNDER AN

15 ISRS PROGRAM AS BEING FINANCED BY NON-INVESTOR SUPPLIED

16 FUNDS. DO YOU AGREE?

17

18

19

20

21

22

No I do not. Under Arizona-American's proposal, the Company will supply the debt and

equity funds to construct the replacement facilities, and the ISRS would be applied only

after the facilities are constructed, in service, and approved by the Commission similar to

the Arsenic Cost Recovery Mechanisms (ACRMs) . As described in Mr. BuTs testimony,

the ISRS would be calculated based on Arizona-American's ROE, cost of debt,

depreciation rates, capital structure and revenue gross-up factors authorized in this

23 proceeding.

24

A.

Q.

A.

WHAT RATEPAYER BENEFITS DOES THIS PROGRAM PRCVIDE?
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1

2

3

4

5

6

In an older service area such as Sun City, infrastructure is reaching the end of its useful

life. Absent a program such as Arizona-American proposes in this case, larger levels of

capital investment in Sun City, coupled with the regulatory lag associated with historic

test years will result in larger step increases in rates at the time new rates are approved by

the Commission. Using this program, once reinvestments are made in qualifying

infrastructure, rates would be raised gradually and in smaller steps.

7 In the past three years, Arizona-American has replaced two wells and rehabilitated

8 another well, at a total investment of $3.5 million which is included in this rate case.

9

10

11

12

13

14

15

Breaks in transmission mains last year required over $200,000 in emergency

replacements, which are also in this case. A comprehensive study of the infrastructure in

the Sun City Water District has identified a number of wells in urgent need of

replacement because of a high risk of failure, amounting to planned capital expenditures

of approximately $2 million per year for the foreseeable future. These planned capital

investments do not include any emergency replacements of other wells and transmission

mains during the same period due to failure.

16

17

18

19

20

21

An ISRS program facilitates necessary capital investment in older service areas such as

Sun City which would help insure that that needed reinvestment is not deferred and that

facilities are continuing to work properly. Over time this will improve service quality and

reliability for customers and help prevent some of the types of infrastructure crises that

are beginning to be experienced in older water and wastewater systems in other parts of

the United States.

22

23

Simply put, this program will provide for the systematic replacement of aged

infrastructure in a manner which does not lead to the type of rate shock that would be

24

A.

encountered under traditional ratemaking procedures.
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1

2

3

4

5

6

7

8

Q- IF THE COMMISSION ORDERS TO CONSOLIDATE ARIZONA-AMERICAN'S

DISTRICTS, WOULD YOU RECOMMEND THAT THE ISRS PROGRAM BE

EXPANDED TO ALL CONSOLIDATED DISTRICTS?

Yes. An ISRS program implemented state-wide across all of Arizona-American's

districts on a consolidated basis would enable the systematic replacement of aged

infrastructure in those locations where the need is greatest, and yield an even lower rate

impact upon the consolidated customer base due to the gradual and smaller-step nature of

an ISRS program, and the larger number of customers involved.

9

10

11

12

'13

IV

Q-

NON-ACCOUNT WATER COST REDUCTION

HAVE YOU READ THE DIRECT TESTIMONY OF GERALD BECKER OF THE

COMMISSION STAFF?

Yes I have.

14

15

16

DO YOU AGREE WITH HIS SUN CITY WATER LOSS EXPENSE

ADJUSTMENT NO 2: FUEL AND POWER CHEMICALS EXPENSE?

No I do not.

17

18

19

20

21

22

Q, PLEASE EXPLAIN WHY YOU DISAGREE.

A.

A.

A.

A.

Mr. Becker proposes to reduce Arizona-American's allowable operating expenses for the

Sun City Water District because the system's non-account water loss was I l.l% at the

end of the Test Year. I believe that his proposal oversteps the Commission's direction, .

hurts the Company, and does not recognize the significant efforts that Arizona-American

is undertaking to reduce non-account water in its districts.
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2

3

The Commission, in the last Sun City Water District rate case Opinion and Order

(Decision 70351) encouraged Arizona-American to take further steps to reduce water

loss in its Sun City Water District.:

4

5

6

7

8

9

"ITIS FURTHER ORDERED that if water loss for Arizona-American Water Company 's

Sun City Water District at any time before the next rate case is greater than IT percent,

the Arizona-Ameriean Water Company shall devise a plan to reduce water loss to less

than IO percent, or prepare a report containing a detailed analysis and explanation

demonstrating why a water loss reduction to 10 percent or less is not feasible or cost

a ctive. " (Decision 70351, pg 44)

10

11

The Commission, in its most recent Opinion and Order (Decision 71410) reiterated this

approach in certain other of Arizona-American's service areas:

12 "ITIS FURTHER ORDERED that Arizona-American Water Company shall, for its

13 Mohave Water district and Havasu Water district, reduce its water loss to below IO

14

15

16

17

18

19

20

21

22

23

percent by June 30, 20]0 or before itjiles its next rate increase application and/or

CC&N application and/orjinancing application, whichever eomesfirst, and snail begin

water loss monitoring and take action to ensure water loss remains less than IO percent

immediately. [Ethe water loss for the twelve month period ending June 30, 20]0, is

greater than ]0 percent, the Company shall formulate a plan to reduce water loss to less

than IO percent, or prepare a report containing a detailed analysis and explanation

demonstrating why water loss reduction to IT percent or less is not feasible or cost

effective, and shall docket in this case, no later than July 31, 2010, either the plan, the

report, or notmcation that its water loss has been reduced below I0 percent. " (Decision

714]0, pp 80-81)
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1

2

3

4

5

6

7

8

9

10

11

12

13

My reading of the Commission's Opinion and Orders does not lead me to conclude that

for those districts in which water loss exceeds l 0%, a reduction of expenses will be

imputed. Rather, my reading leads me to conclude that the Company should undertake

steps to reduce water loss and/or to prepare a report demonstrating why water loss

reduction to l0% or less is not feasible or cost effective- In the case of the Sun Citv

Water District, Arizona-American is taking a number of steps to reduce unaccounted-for

water. These include annual testing and calibration of production meters, change-out of

customer meters on a 15 year cycle, annual testing of large customer meters, systematic

roll-out of automatic meter reading devices, leak detection, and other steps. As of the end

of 2009, the unaccounted-for water for the Sun City District has been reduced to 8.85%

which demonstrates Arizona-American's commitment to this program. Mr. Becker's

proposed imputation of cost reductions in this case is neither helpful nor necessary and

should not be adopted by the Commission.
""\

14

15

16

V

17 Q-

18

ANNUAL INCENTIVE PLAN FOR ARIZONA-AMERICAN EMPLOYEES AND

SERVICE COMPANY EMPLOYEES

HAVE YOU READ THE DIRECT TESTIMONY OF RALPH c. SMITH ON

BEHALF OF THE RESIDENTIAL UTILITY CONSUMER OFFICE?

19 Yes I have.

20 Q- DO YOU AGREE WITH MR. SMITH'S SUGGESTION AT PAGE 43 OF HIS

21

22

DIRECT TESTIMONY THAT A 50% REDUCTION IN INCENTIVE

COMPENSATION EXPENSE MIGHT BE APPROPRIATE?

23

24

A.

A.

No, and ultimately, neither does Mr. Smith. In his Direct Testimony, Mr. Smith

ultimately suggests a 30% reduction, which is consistent with prior Commission
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2

3

4

5

6

7

8

9

decisions. As I noted in my Direct Testimony, Annual Incentive Plan (AlP) compensation

is a part of "total compensation" offered to employees. This amount of total

compensation is competitive with other companies and is a combination of key items

including base salary, incentive pay, pension, 40lk, group insurance and some other

lesser benefit items. Adjusting any one of these components would require an offsetting

adjustment in another component -to maintain the value of the total compensation offered

to our employees. This type of incentive compensation would need to be discontinued if

the Commission were to deny additional amounts, which would ultimately result in a

greater offsetting increase for employee base pay with no performance contingency.

10 Q- DO YOU AGREE WITH HIS ADJUSTMENT C-11 WHICH RECOMMENDS

11 REMOVAL OF AFFILIATE INCENTIVE COMPENSATIGN EXPENSE?

12 No I do not.

13 Q» PLEASE EXPLAIN WHY YOU DISAGREE.

14

15

16

17

18

19

20

Mr. Smith provides no justification or even explanation as to why he recommends that

the Commission should remove these Annual Incentive Plan (AlP) costs from Arizona-

American's expenses. He likewise provides no justification of why 70% of AlP for

Arizona-American employees should be allowed in rates, whereas he recommends 0%

for Service Company employees participating in the same plan. The Commission has

historically included 70% or the non-tinancial portion of these expenses in rates. Most

recently in the Commission's Decision Number 71410, dated December 8, 2009 it stated:

21

22

23

24

A.

A.

"D. Achievement Incentive Pay (all districts). RUCO proposes disallowance of30

percent, or $5,555, of the Company's $18,517 Arizona Corporate allocated annual

incentive pay ("AlP") management fees expenses for the districts in this proceeding. The

Company states that while it disagrees with the premise that shareholders are the

3
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2

3

4

5

6

primary beneficiaries ofadditionalprojit the Company achieves as the result ofArizona-

American meeting ilsfnarzcial targets, it will not oppose RUCO 's proposed a¢8ustmenl

in this proceeding, Slaffis in agreement with RUCO and ire Company that the

aahustment should be made... The aayustments proposed by RUCO and agreed ro by the

Company and Stay as set forth above are reasonable and will be adopted. " (Decision

71410 p 35)

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Arizona-American is supported by employees who are direct employees of Arizona-

American and by other employees who are employees of American Water Works Service

Company ("Service Company"). Through the Service Company, Arizona~American is

able to take advantage of the economies of scale and degree of expertise housed within

the Service Company, both locally and in other locations. For instance, a number of

Arizona-based individuals in finance, human resources, legal, rates, engineering, and

administration are employees of the Service Company. The Service Company concept

has been in place for many years and has been reviewed in previous rate cases at this

Commission. The Commission should not treat AlP costs for Service Company

employees differently simply because these employees are in a different organizational

structure. Interestingly, while Mr. Smith cites an Order of the West Virginia PSC on page

29 of his testimony on lead-lag issues, he does not cite from that same Order that the

West Virginia Public Service Commission approved the inclusion of AlP costs for

Service Company employees:

21

22

23

24

"The [West Virginia Public Serviee] COmmission determined in the 2003 Rate Case that

both stockholders and ratepayers benejitffom inereasedproductivity and operating

ejieiencies, and allowed recovery of expenses related to the incentive program at

issue... The Commission rejects ire CAD arguments and will allow the inclusion of the
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2

costs of the AlP in the revenue requirement in this ease. " (PSC of West Virginia, Case

No. 08-0900- W-42T, March 25, 2009, pg 51)

3

4

5

6

7

8

9 08-0900- W-42T, March

10

"Mr. Rubin proposed an aa§ustment to disallow the annual incentive plan ("AlP") costs

applicable to the AWWSC [American Water Works Service Company] ...Mr. Miller stated

that (i) the same AlP benefits described in the 2003 Rate Case Order apply to the

compensation of WWSC employees and (ii) the Commission has never excluded

A WWSC AlP eostsffom the Company revenue requirement...The Commission will apply

the same decision that it made with regard to the A1P for the Company direct employees

to this issue." (emphasis added) (PSC of West Virginia, Case No.

25, 2009, pg 46)

11

12

13

In summary I request that this Commission reject Mr. Smith's proposal and instead apply

the same 70% factor for inclusion of AlP costs for Service Company employees that it

has done for direct employees of Arizona-American in previous cases.

14

15

16

ANTHEM REFUND PAYMENTS

HAVE YOU READ THE DIRECT TESTIMONY OF DAN L. NEIDLINGER ON

BEHALF OF THE ANTHEM COMMUNITY COUNCIL?17

18 Yes I have.

19

20

21

Q. DO YOU AGREE WITH HIS ALTERNATIVE RATEMAKING

RECOMMENDATION THAT THE COMMISSION PHASE IN THE ANTHEM

REFUND PAYMENT OVER FIVE YEARS?

22 No I do not. Neither Staff nor RUCO made any such proposals.

23

A.

VI

Q~

A.

Q~ PLEASE EXPLAIN WHY YOU DISAGREE.
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1

2

3

4

5

6

7

8

As described in my Direct Testimony, the Fourth Amendment to the Agreement for

Anthem Water/Wastewater Infrastructure ("Fourth Amendment"), entered into by

Arizona-American and Pulte Homes, Inc. ("Pulte"), already provided and continues to

provide rate relief for Arizona-American's Anthem customers by permanently reducing

the amount of Advances in Aid of Construction ("AIAC") eligible for refund by $1 .5

million and defering the remaining amount of the Pulte AIAC refunds into two interest-

free, installment payments - 75% of the refund was due on March 3 l, 2008, and the

remaining 25% is due on March 3 l , 2010. These rate relief benefits for Anthem

9

10

11

12

13

14

15

customers were achieved after extensive negotiation between Arizona-American and

Pulte. One consequence of the Fourth Amendment was that Arizona-American paid Pulte

$20,226,122 in refunds on March 31, 2008 which was well before the end of the Test

Year in this case. The Commission regularly recognizes that refunds of AIAC paid within

the Test Year be included in ratebase and included in the revenue requirement of the

utility. Arizona-American is seeking this treatment in this case. Since March 31 , 2008,

Arizona-American's shareholder has not received a return on this investment and will not
4

16

17

begin to receive a return on the investment until new rates are ordered by the

Commission in this case -expected te be in the third quarter of 2010. Shareholders will

18

19

20

21

have foregone a return on a $20.2 million investment for approximately two-and-one-half

years, even under traditional ratemaking practices used by the Commission. Under Mr.

Neidlinger's proposal, Arizona-American's shareholder will not receive a full return on

its investment until 2015 which is approximately seven years after the investment was

22 made. This is grossly unfair to the shareholder which made the investment and is wholly

23 out of step with the Commission's own traditional ratemaking approach regarding this

24 issue.

25 Q.

A.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY IN THIS CASE?
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A. Yes.
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1

2

EXECUTIVE SUMMARY

Thomas M. Broderick testifies that:

The total requested revenue increase is $20,628,634 and the test year is 2008.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

This case includes the districts of Anthem Water, Anthem / Agua Fria Wastewater, Sun City
Water, Sun City Wastewater, and Sun City West Wastewater.

The Company has continued to make necessary capital investments to adequately provide water
and wastewater service to its customers and it has experienced increases in its operations and
maintenance expenses since the 2005 test years for previous rate cases for the districts in this
new case (except Sun City Water - 2006 previous test year). The Company is also eligible - due
to the passage of time .- to include capital investments that were made much earlier than 2005 in
rate base pursuant to an earlier agreement with the Commission regarding imputed regulatory
advances and contributions.

17
18

The primary increased investment and expenses in the three years since the previous test years
for these districts include :

19

0

1

1) Additional original cost utility plant in service totaling $70.7 million (all 5 districts),
including the Verrado wastewater treatment plant expansion (only Anthem / Agua Fria
wastewater district) ,

22
23

2) Additional amortization of imputed regulatory advances and contributions totaling
$28.4 million (all 5 districts);

24
25
26
27

3) Anthem developer refunds totaling $28.1 million (only Anthem water and Anthem /
Agua Fria wastewater districts),

4) Additional depreciation expense associated with additional original cost utility plant
in service (all districts),

28
29

5) Increased labor and labor related expenses associated with increased activities across
many functions (all districts).

Arizona-A1nerican's cost of capital is not less than 8.5%. The average cost of long-terni debt is
5.47% and the cost of equity is 12.25%. The forecasted equity ratio is 45. 15% and the debt ratio
is 54.85%. Short-term debt has again been excluded from the calculation of the capital structure.

Arizona-Ameriean's proposed rate case expense is $678,425.

30
31
32
33
34
35
36
37
38

Amortizations of imputed regulatory advances ended July 14, 2008, the end of the six and one-
half year amortization period.
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I1

2

3

4

5

Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.

My name is Thomas M. Broderick. My business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona 85024, and my business phone is 623-445-2420.

6

7

8

9

10

Q. IN WHAT CAPACITY AND BY WHOM ARE YOU EMPLOYED?

I am employed by American Water as Director, Rates & Regulation for operations in

Arizona, New Mexico and Hawaii. Arizona-American Water Company ("Arizona-

American" or the "Company") is one of the many wholly-owned state utility subsidiaries

of American Water,

11

2

13

14

Q- PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR THE

COMPANY.

I am responsible for state-level water and wastewater rate cases and public utility

regulation.

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATION.

15

16

17

18

19

20

21

22

23

A.

A.

A.

A.

For more than 20 years before joining the Company in 2004, I held various management

positions in the electric-utility industry with responsibilities for regulatory and

government affairs, corporate economics, planning, load forecasting, finance and

budgeting with Arizona Public Service Company, PG&E National Energy Group and

Energy Services, and the United States Agency for International Development. I was

employed at APS for nearly 14 years as Supervisor, Regulatory Affairs, then Supervisor,

Forecasting, and then Manager, Planning. For PG&E National Energy Group, I was



Arizona-American Water Company
Revised Direct Testimony of Thomas M. Broderick
Docket Nos. W-01303A-09- 9 SW-01303A-09-
Page 2 of 19

1

2

Director, Western Region-External Relations. For USAID, I was Senior Energy Advisor

to Ukraine.

3

4

I have a Masters Degree in Economics from the University of Wisconsin - Madison and

a Bachelors Degree in Economics from Arizona State University.

5

6

Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes, on manyoccasions.

II PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

7

8

9

Q.

Please see the executive summary of my direct testimony.

III10

g
12

13

14

15

16

Q-

SUMMARY OF RATE CASE (ALL DISTRICTS)

WHAT IS ARIZONA-AMERICAN'S REQUESTED REVENUE REQUIREMENT

INCREASE IN THIS CASE?

Arizona-American's requested revenue increases, rate base and operating expenses are

summarized on Exhibit TMB-1 Summary of Schedule A-ls, B-ls and C-ls. The total

requested annual revenue increase is $20.6 million or a 55.9% increase. The requested

rate base for these five districts is $165,939,204.

17

18

19

20

21

22

3

Q- WHAT ARE THE PRIMARY REASONS THE COMPANY IS REQUESTING

COMMISSION APPROVAL TO INCREASE RATES BY SUCH A LARGE

AMOUNT AT THIS TIME?

A.

A.

A.

A.

The Company has continued to make necessary capital investments to adequately provide

water and wastewater service to its customers and it has experienced increases in its

operations and maintenance expenses since the 2005 test years for previous rate cases for

the districts in this new case (except Sun City Water -- 2006 previous test year). The
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2

3

Company is also eligible .- due to the passage of time .-. to include capital investments that

were made much earlier than 2005 in rate base pursuant to an earlier agreement with the

Commission regarding imputed regulatory advances and contributions.

4

5

The primary increased investment and expenses in the three years since the previous test

years for these districts include:

6 1) Additional original cost utility plant in service totaling $70.7 million (all 5 districts),

7 including the Verrado wastewater treatment plant expansion (only Anthem / Agua Fria

8 wastewater district),

9 2) Additional amortization of imputed regulatory advances and contributions totaling

10 $28.4 million (all 5 districts);

1 3) Anthem developer refunds totaling $28.1 million (only Anthem water and Anthem /

12 Agua Fria wastewater districts),

13 4) Additional depreciation expense associated Mth additional original cost utility plant

14 in service (all districts),

15 5) Increased labor and labor related expenses associated with increased activities across

16 many functions (all districts).

17

18

19

20

1

Q. HAVE THE PROCEEDS OF ANTHEM'S HOOK - UP FEE (TARIFF RBR-1)

BEEN REFLECTED AS A REDUCTION TO RATE BASE?

A. Yes. As of the test year end, $1 ,907,780 in contributions had been received as per tariff

RBR-1 and reflected as a reduction to Anthem Water's rate base and, therefore, as a

reduction to the requested revenues for Anthem Water.
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1 Q. HAS THE COMPANY REQUESTED COST RECOVERY OF ITS

CONSERVATION PROGRAMS FOR ANTHEM AND SUN CITY?2

3 Yes, the direct testimony of Ms. Sheryl Hubbard addresses this cost recovery.

4

5

6

Q. WHAT ARE ARIZONA-AMERICAN'S OTHER REQUESTS IN THIS RATE

7

8

9

10

11

CASE?

On the assumption the Commission will embrace rate consolidation in pending Docket

Nos. W-01303A-08-0227 and sw-01303A_08_0227 ("Docket No. 08~227"), the

Company is requesting a consolidation of the rates for all of its districts in Arizona. The

Company also is requesting an Infrastructure Improvement Surcharge ("HIS") for its Sun

City Water district in anticipation of future investments to maintain that district's now

aging infrastructure. If rate consolidation is implemented, the HIS for Sun City can be

expanded to accommodate consolidation.

13

14

15

16

17

Q. WHAT DIRECT TESTIMONY WITNESSES ARE SUPPORTING ARIZONA-

AMERICAN'S APPLICATION?

In addition to my testimony, the following witnesses are providing direct testimony to

support Arizona-American's application. Their primary topic areas are indicated in

parentheses :

18

19

20

Mr. Paul G.Towsley (Anthem developer refunds, compliance with Decision No.

70372 concerning selection of Anthem's test year, the annual achievement incentive plan

("AlP"), rate consolidation policy and efficiency of operations)

21

22

A.

A.

A.

Mr. Joseph E. Gross (Utility plant additions since the previous test year for each

district)
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2

Mr. Bradley J. Cole (Operations, tank painting, City of Tolleson wastewater treatment

plant, and unaccounted for water compliance in Decision No. 70351 (Sun City))

3

4

5

Mr. John C. (Jake) Lenderking (Compliance with Decision No. 70372 to implement at

least six water conservation best management practices or "BMPs" in the Anthem Water

District)

6 Mr. Christopher C. Buls (Infrastructure Improvement Surcharge for Sun City Water

7 District)

8

9

Ms. Sheryl L. Hubbard (Test year adjusted operating income results and various

expense pro forma adjustments)

10 Mr. Miles H. Kiser (Various expense pro forma adjustments)

1

12

Ms. Linda J. Gutowski (Test year adjusted rate base results and various rate base pro

forma adjustments)

13 Ms. Sandra L. Murray (Various rate base pro forma adjustments)

14 Dr. Bente Villadsen (Return on equity).

15

16

17

18

19

20

21

Q. DOES THIS NEW RATE CASE INCLUDE EVERY ARIZONA-AMERICAN

WATER AND WASTEWATER DISTRICT?

A. No. For revenue requirement and rate design determinationat the district level, this case

only includes Anthem Water, Sun City Water, Anthem / Agua Fria Wastewater, Sun City

Wastewater, and Sun City West Wastewater. The balance of Arizona-American's water

and wastewater districts are presently being processed in an on-going rate case that is

nearing a conclusion (Docket No.08-227) expected in late summer2009.
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2

3

4

5

6

7

8

9

10

11

12

However, this case may later also involve all of the Company's districts for consolidated

rate design determinationat the stale~wide level based on the summation of the

individual revenue requirements established for each district in both of these rate cases.

Additionally, the Company, at the initiative of Madam Chair Mayes and other parties to

Docket No. 08-227, is proposing in this rate case the statewide rate consolidation of all of

the Company's water district tariffs into single price tariffs and all of its wastewater

district tariffs into single price tariffs in lieu of implementing the district level tariffs

proposed herein. This is pursuant to positions provided by Commission Staff in

testimony and closing briefs in the on-going rate case which include a position to leave

open the record in Docket No. 08-227 for the sole purpose of rate consolidation, This

approach is acceptable to the Company. I discuss in detail the process and scheduling

details of rate consolidation later in my direct testimony.

3 SCHEDULES SPONSORED - BRODERICK (ALL DISTRICTS)

14 Q- WHAT SCHEDULES ARE YOU SPONSORING?

15 A. I sponsor the A-1, A-3, D-1, D-2, D-3, D-4, E-4, E-9 and G Schedules.

16 Q- WHAT IS SCHEDULE A-1?

17 A.

18

19

20

21

22

23

Schedule A-1 titled "Computation of Increase in Gross Revenue Requirements" shows

the calculation of the increase in gross revenue requested by Arizona-American for each

district in this proceeding. This increase in gross revenue represents the amount

necessary for Arizona-American to continue providing safe and reliable service to its

customers of each district, while providing an opportunity for Arizona-American to am

a reasonable rate of return on its investment in plant and equipment eligible for recovery

as per the Commission's rules and procedures. The increase in gross revenue
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1

2

requirement for each district based on an adjusted 2008 test-year is shown in the

following table:

3

District Anthem
Water

Sun City
Water

Anthem /
Agua Fria
Wastewater

Sun city
Wastewater

Sun City
West
Wastewater

Revenue
Increase

$7,391,931 $2,531,127 $7,060,837 $2,156,882 $1,487,857

4

5

6

Q- WHAT IS SCHEDULE A-3?

7

8

9

Schedule A-3 titled "Summary of Capital Structure" summarizes the debt and equity of

the Company allocated to the operating districts for the years 2006, 2007, and 2008 as

well as projected year 2009. The allocation method is the same as previous Company

rate cases.

10

11

1 2

Q. WHAT ARE SCHEDULES D-1 THROUGH D-4?

These schedules provide the overall cost of capital and the component details _._ cost of

equity, cost of debt and the capital structure for Arizona-American and each district.

Q. WHAT IS SCHEDULE E-4?1 3

1 4

1 5

1 6

1 7

A. Schedule E-4 titled "Statement of Changes in Stockholder's Equity-Test Year Ended

December 31, 2008" details the changes in components comprising stocldiolder's equity

since the beginning of 2006 to the end of the test year. In 2008, American Water made

yet another equity infusion into the Company - this time $20,192,058.

1 8

19

Q- WHAT IS SCHEDULE E-9?

A.

A.

A.

Schedule E-9 has the self-explanatory title of "Notes to Financial Statements."
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Q- WHY HAS THE COMPANY NOT SUBMITTED G SCHEDULES IN ITS

APPLICATION?

1

2

3

4

5

6

7

8

9

Since the Company is not proposing rate design changesat the district level, it therefore,

has not prepared a cost of service study for this case, The revenue requirement increases

by district have been allocated pro-rata to each customer class / tariff for that district.

Since the Company has not submitted a new cost of service study, the Company accepts

any party's use of the cost of service data from the previous rate case for each district for

purposes of supporting their rate design proposals in this case.

The Company does plan to submit a cost of service study at the state-wide level later in

the case to facilitate rate consolidation, but even this study will be based on the

summation of the billing and cost of service data from the studies in the prior rate case

for each district. Thus, a state-wide cost of service study will only totalize and analyze

previously submitted data rather than introduce new cost of service data. Commission

Staff has been informed of this intention.

10

11

12

3

14

15

16

17

18

Q. IS ARIZONA-AMERICAN WILLING TO USE ITS ORIGINAL COST RATE

BASE AS ITS FAIR VALUE RATE BASE IN THIS PROCEEDING?

Yes.

19

20

21

22

IV

Q.

COST OF CAPITAL (ALL DISTRICTS)

WHAT IS THE REQUESTED COST OF CAPITAL?

Arizona-American's cost of capital is not less than 8.53%. This amount is calculated in

the D Schedules, which I sponsor.

23

A.

A.

Q.

A.

WHAT IS THE AMOUNT AND COST OF DEBT?
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2

Schedule D-2 displays long-tenn debt in the amount of $188,208,140, with an average

cost of debt of5.468%.

3

4

5

6

7

8

9

10

11

12

Q- ARE ANY ADDITIONAL DEBT ISSUANCES ANTICIPATED DURING THE

CONDUCT OF THIS CASE?

3

14

15

16

17

18

19

Perhaps, but they have not been included in the requested cost of capital. First, Arizona-

American is in the preliminary stages of planning a $5 million long-temi debt issuance to

partially pay down short-term debt. This issuance is being planned on a stand-alone basis

as opposed to financing through the affiliate American Water Capital Corp ("AWCC").

Since the Company has already reached the Commission approved long-term debt

ceiling, such an issuance would require Commission approval as per a financing

application. Second, an existing 3810.635 million long-term debt issuance of Industrial

Development Revenue Bonds (displayed in Schedule D-2, Line 5 at an interest rate of

3.2%), otherwise maturing in September 2028, has recently been failing its periodic re-

marketing required as per the terms of the bonds. This is a consequence of market

turmoil emerging since 2008. As a result, when a periodic re-marketing fails, AWCC has

temporarily been financing the bonds. This situation cannot persist and evaluation of a

replacement issuance is underway, but the interest rate on the replacement is likely to be

significantly higher (presently between 6.5% to 8% interest rate based on a similar

situation for Illinois American Water).

If there is a timely development on either of these possible long~tenn debt issuances

during the conduct of this case, the requested cost of long-term debt can be updated.

20

21

22

23

24

Q» WHAT IS THE REQUESTED CAPITAL STRUCTURE?

A.

A.

A.

Arizona-American's actual equity ratio is 45.15% and its debt ratio is 54.85%. Short-

term debt has again been excluded from the Company's calculation of the capital
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1

2

structure because it finances construction work in progress that is not in rate base.

Schedule D-2 does, however, display short-term debt for informational purposes.

3

4

Q. WHAT IS THE AMOUNT AND ESTIMATED COST OF EQUITY?

5

6

The amount of equity is $154,949,595 with an associated estimated cost of equity of

12.25%. Dr. Bente Villadsen's direct testimony on behalf of the Company supports this

cost of equity as fair and reasonable.

7 Q. WHY ARE ARIZONA-AMERICAN'S RETAINED EARNINGS, A COMPONENT

8 OF EQUITY, NEGATIVE?

9 A. Arizona-American has been unprofitable for many years and retained earnings were a

10 negative ($30,233,57l) at the end of the 2008 test year. Arizona-American's negative

11 retained earnings reflect the cumulative result of net income losses nearly every year

2 since American Water acquired the properties from Citizens in 2002. Unfortunately, this

13 serious state of affairs continued through 2008. In addition to the Company's negative

14 retained earnings, as a result of net income losses, the state of Arizona has been hurt as

15 well because Arizona-American has paid essentially no state income taxes for years

16 because it has had no state taxable income.1
4

17

18

19

20

21

v

Q.

RATE CASE EXPENSE (ALL DISTRICTS)

WHAT IS ARIZONA-AMERICAN'S PROPOSED RATE CASE EXPENSE FOR

THIS PROCEEDING?

Exhibit TMB-2 Rate Case Expense displays by cost component proposed rate case

expense of $678,425. Although higher than the rate case expense in Docket No. 08-227,

A.

1 AZ state taxable income for 2008 was ($350,410), 2007 was ($344,434), 2006 was $970,688,
2005 was ($96,395), 2004 was ($1,l58,433) (as Amended), 2003 was $0 (as Amended).

A.
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1

2

3

4

5

6

7

8

the Company has aggressively reduced its rate case expense estimate. The primary

reason this estimate is higher than the most recent (seven district) rate case is primarily

due to the anticipated additional requirement to provide a required public notice to all

154,000 Arizona-American customers of the proposed consolidated rates - at a cost of

roughly $95,957. There is additional cost to have our rate design expert, Mr. Paul

Herbert, design, support and explain consolidated rates. We also anticipate mailing a

postcard to all customers concerning public meetings about rate consolidation at a cost of

approximately $40,000.

9

10

11

12

Mr. Kiser sponsors Schedule C-2 income statement adjustment MHK-8, which relies on

a four-factor allocation of the proposed rate case expense to each district amortized over

three years. A small component of the rate case amortization relates to remaining

unamortized rate case expense from the prior rate cases for these districts.

13

14

15

16

17

ACQUISITION PREMIUM (ALL DISTRICTS)

HAS THE COMPANY AGAIN REMOVED THE ASSET PREMIUM IT PAID TO

ACQUIRE ASSETS FROM CITIZENS FROM THE REQUESTED RATE BASE?

Yes. Schedule B-2 rate base adjustment TMB-10 removes the remaining (unamortized)

asset premium from the requested rate base.

VII18

19

20

21

22

23

4

Q-

IMPUTED REGULATORY ADVANCES AND CONTRIBUTIONS (ALL

DISTRICTS)

WHAT ARE THE TEST~YEAR ADJUSTMENTS TO REFLECT IMPUTED

REGULATORY ADVANCES AND CONTRIBUTIONS ON THE B (RATE BASE)

SCHEDULES AND C (INCOME) SCHEDULES?

A.

VI

Q-

Schedule B-2 rate base adjustment TMB-9 and a portion of Schedule C-2 income

statement adjustment LJG-5 result from Commission Decision No. 63584 (dated April
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1

2

3

4

5

6

7

8

9

10

11

12

3

14

24, 2001), which approved a settlement agreement requiring the imputation of advances

in aid of construction ("AIAC") and contributions in aid of construction ("CIAC") for

ratemaking purposes in future rate proceedings involving the former Citizens' Districts.

In this case, the imputed regulatory AIAC has been amortized through July 14, 2008,

which is the end of the agreement's six and one-half year Commission established

amortization period. The imputed regulatory CIAC has been amortized through

December 31, 2008, the end of the test year. The Decision also required re-establishing

the imputed regulatory CIAC through reductions to actual depreciation expense and this

occurs in Schedule C-2 adjustment LJG-5. The rate making treatment of the imputed

regulatory CIAC reduce both rate base and depreciation expense until they have been

fully amortized on a ten-year timetable ending in 2012, also established in Decision No.

63584. The method used to calculate eligible recovery in this case is identical to the

method approved by the Commission in previous rate cases involving these

amortizations.

VIII15

16

17

18

19

20

21

22

23

24

Q-

COMPLIANCE WITH PRIOR COMMISSION DECISIONS (ANTHEM AND

SUN CITY WATER D1sTR1cTs>

A ANTHEM TIERED WATER RATES STUDY

COMMISSION DECISION NO. 70372 REQUIRED THE COMPANY TO

SUBMIT A STUDY OF TIERED WATER RATES FOR ITS ANTHEM WATER

SYSTEM. HAS THE COMPANY COMPLETED THAT STUDY?

A. No, Decision No.70372 does not require the study's completion until July 2010. It is the

Company's intention to start the study soon because the rates approved in Decision No.

70372 have now been in effect for one year. It is important to have at least a one-year

post rate increase database to analyze. Over the coming months, the Company will
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1

2

endeavor to meet with Commission Staff on the study's research design and submittal

date.

3

4

5

6

7

8

9

10

11

B NOTICE TO POTENTIAL ANTHEM CUSTOMERS

COMMISSION DECISION NO. 70372 REQUIRED THE COMPANY TO

PROVIDE NOTICE TO POTENTIAL CUSTOMERS OF THE PENDING RATE

CASE TO ANTHEM WATER AND ANTHEM / AGUA FRIA WASTEWATER

CUSTOMERS. DOES THIS COMPLIANCE REQUIREMENT STILL APPLY?

I do not think so, but I request the assigned Administrative Law Judge to make that

determination. The reason I think it no longer applies is that the phrase "pending rate

case" refers to the on-going rate case (08-227) for which Anthem Water and Anthem /

Agua Fria Wastewater were withdrawn shortly after Decision No. 70372 was issued.

13

14

15

16

17

18

19

20

21

Q- IF THE COMPANY WERE STILL REQUIRED TO NOTICE POTENTIAL

CUSTOMERS, DOES IT HAVE A PREFERRED METHOD?

Yes. Since we do not know with any precision our potential future customers, a letter to

realtors in Anthem (which includes the required public notice) encouraging each realtor

to inform prospective home buyers of the information contained in the required notice, is

a viable approach. I question whether, on balance, this would be beneficial in light of the

current housing downturn in Anthem. Also, if the Anthem Community Counsel

intervenes in this rate case, the Commission could order them to include the required

public notice on their website as potential home buyers may visit that site, but again, only

if there is a desire to try to notice potential customers.

22

23

4

IX

Q-

A.

Q.

SUN CITY LOW-INCOME PROGRAM

WHAT WAS THE CUSTOMER ENROLLMENT IN THE SUN CITY LOW

INCOME PROGRAM AT TEST YEAR END AND MOST RECENTLY?
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1

2

3

4

5

6

7

8

9

10

11

Of a total program maximum of 1,000 residential Sun City customers eligible for a $4 per

month discount, there was a participation of only l 15 customers at May 3 l , 2009. The

Company promoted the program primarily through bill text messages and word of mouth

to various local charities and agencies initiated by Sun City based employees. The

Company recently mailed a bill insert to Sun City residential customers to further

advertise the program, I recommend that if we cannot significantly increase the program

enrollment during the conduct of this case or figure out why there are not more enrollees,

then the program should be terminated and a refund of the remaining accumulated high

block proceeds should be calculated and issued. Alternatively, a portion of the fund's

balance could be retained to fund the few customers on the low income program fora few

ye ars 4

1 2

1 3

1 4

1 5

1 6

1 7

1 8

Q. WHAT IS THE PROCESS TO ENROLL?

Residential customers merely need to drop in to the Sun City office or request an

application form be mailed to them. Next, they complete the application and provide it to

the Company for processing. That's it. In order to save administrative costs of the

program, the Company did not engage $ Energy to administer the program. However,

when we receive an application, we do not verify income, we only ask for a self-

declaration that the applicant's income is lower than the thresholds in the application.

19

20

21

22

23

A.

X

Q,

A.

RATE CONSOLIDATION

WHAT FORMAL ACTION INITIATED THE EVALUATION OF WHETHER IT

WOULD BE BENEFICIAL FOR ARIZONA-AMERICAN TO CONSOLIDATE

ITS RATES, POSSIBLY INTO A SINGLE STATEWIDE SET OF TARIFFS FOR

ITS WATER AND WASTEWATER CUSTOMERS?
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1

2

3

On November 10, 2008, now Madam Chair Mayes docketed in Docket No. 08-227 a

letter, which among other things, requested an analysis of the impact of rate consolidation

applied to the Company's Arizona districts.

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

Q. CAN YOU SUMMARIZE WHAT HAS OCCURRED SUBSEQUENT TO THAT

LETTER?

A.

A.

Yes. All the parties to Docket No. 08-227 contributed useful and varied responses to the

letter. The Company submitted a statewide water consolidated rate calculation and

estimates of rate increases and decreases by district due to such a hypothetical

consolidation. The Company also provided several parties with various sub-group

combinations, and during the hearing, several Company witnesses discussed at length

criteria and a road map for moving forward with consolidation. RUC() submitted a rate

calculation for the districts included in Docket No. 08-227 and Mr. Magruder, a Tubac-

based intervenor, contributed with cross examination questions and his own analyses.

Although a decision in that case has yet to be rendered, the Company, Staff and RUCO

concluded that Docket No. 08-227 was not appropriate for implementing rate

consolidation because it did not involve all of the Company's water and wastewater

districts, customers had not earlier received notice that such an important issue was under

consideration, and the parties were simply unable to devote the time to this large topic on

short notice during Docket No.08-227's timeline. Although each party can speak for

itself, my understanding is that Staff, the Company and Mr. Magruder generally support

proceeding with further evaluation and possible implementation of rate consolidation and

RUCO appears to be leaning that way, but withholding judgment pending further details.

Various, well-informed, individual customers made comments both in favor of and in

opposition to rate consolidation at Commission public comment sessions in Docket No.
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1 08-227. Clearly, what transpired in Docket No. 08-227 served to put rate consolidation

2 on the radar screen of many customers and community groups.

3 Q- WHAT NEEDS TO HAPPEN NEXT?

4

5

6

7

8

9

10

11

12

3

As I (and others) stated during the conduct of Docket No. 08-227, the Company and the

parties next need a clear Commission policy statement or guidance in the final order in

Docket No. 08-227 in order to move forward constructively. The evidentiary record in

Docket No. 08-227 provides an abundance of statements upon which the Commission

can base a policy statement or guidance. The analyses submitted in Docket No. 08-227

clearly indicated that some districts and customer classes would experience significant

short-term increases or decreases in rates in a statewide consolidation as well as in other

sub-group configured consolidations. The policy statement is critical to informing

customers, especially those that would experience short-term rate increases under

consolidation, what the Commission has concluded regarding the overall long-term

14 benefits of consolidation.

15 Q. CAN THE COMPANY GO IT ALONE?

16

17

18

19

20

21

22

23

24

A.

A.

No. It is necessary - at a minimum - that both Commission Staff and RUCO support rate

consolidation throughout the entire rate consolidation process to achieve the

Commission's policy or guidance. The Company is prepared to be flexible and timely

provide the bulk of the rate design technical resources to facilitate a transparent

consensus process. This process should be active in the Company's districts to allow

customer participation and not just in the Commission's hearing room, Field

participation by Staff and RUCO are critical, of course, along with the Company's

participation. I am not speaking of a rate consolidation settlement process per se, rather a

significant public input process. There may be important trade-offs to be made along the
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1

2

way and the public outreach and input process will be crucial to building community

support and deciding the difficult trade-offs.

3

4

5

6

Q- WHEN CAN THE COMPANY PUT FORTH A PROPOSAL FOR DISCUSSION?

7

8

9

10

11

After about sixty days following a decision in Docket No. 08-227, the Company will

docket an initial, complete statewide rate consolidation proposal. This is likely to occur

in October or November 2009. The revenue requirement embodied in that proposal

would be the amount approved in Docket No. 08-227 for the districts in that case, plus

the Company's requested revenue requirement for the districts in this new case. As this

new case progresses through the rounds of testimony and to hearing, the various revenue

requirement recommendations of the parties can be run through the consolidation model

so that each party can keep track on its consequential rate consolidation recommendation.

12
13

14

15

16

17

18

19

20

21

22

23

24

Q- PROCEDURALLY, WHAT DO YOU ENVISION?

A.

A.

I envision a separate required public notice of the proposed consolidated rates to all of

Arizona-American's customers shortly after the October/November 2009 filing. We

must be careful so as to not confuse customers about the district level rates proposed in

this case and to be approved in Docket No. 08-227. Thus, for the districts in Docket No.

08~227, the consolidation notice should go out after they have received notice of the rates

approved in Docket No. 08-227. Likewise, the consolidated rates notice should go out to

the customers in the districts for this new case after they have received the initial public

notice of rates requested at the district level in this case. The issue of whether or not

separate procedural dates should be established for considering rate consolidation should

be discussed at the initial procedural conference. It may be useful to treat rate

consolidation as a separate case phase distinct from the revenue requirement phase. This

should be discussed at a procedural conference.
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1

2

Q. CAN YOU PROVIDE A PREVIEW OF THE OCTOBER / NOVEMBER RATE

CONSOLIDATION PROPOSAL?

3

4

5

6

7

8

9

10

Yes, in rough terms. The initial proposal will be for a statewide consolidation of all eight

of the Company's water districts tariffs and another consolidation of tariffs for all five

wastewater districts. We expect to propose five residential water rate tiers so as to span

the range of water usage which runs from low use per customer to very high use per

customer. We have not yet formed an opinion of the number of commercial rate tiers.

Both the monthly (fixed) basic service charge and the commodity charges would be

consolidated. Larger meter sizes would continue to pay a higher (consolidated) monthly

basic service charge.

11

12

3

We expect to propose only Hat residentialmonthly consolidated rates for wastewater,

although a hybrid of flat and volumetric would be possible to maintain Anthem / Agua

Fria's volumetric wastewater residential rates .

We are willing to support a statewide residential low income program if that resulted

from the public input process and was embraced by the Commission.

14

15

16

17

18

19

20

21

Q. PLEASE SUMMARIZE THE POSSIBLE RATE IMPACTS AT THE WATER

DISTRICT LEVEL?

There is an extensive amount of information in Docket No. 08-227. For residential

customers, absent rate consolidation, the highest rates at the district level are/will be in

the Tubae and Anthem water districts. Tubac's rates at the district level are not at issue

in this new case, but Anthem's rates are at issue,

22

23

4

A.

A.

Absent consolidation, the lowest rates are/will be in the Sun City and Mohave water

districts. It will be important to public acceptance of consolidation to be able to continue

to provide Sun City and Mohave residential customers using less than 4,000 gallons a
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1

2

3

4

5

6

7

8

9

month--a rate that is not dramatically higher than their current rates. Alternatively,

phasing-in the consolidated rate slowly for the relatively low user may be a useful option.

There appears to be a synergy between rate consolidation and water conservation such

that to the extent it is reasonable to place more cost recovery on the higher rate blocks

(i.e., tiers 3 to 5) in the consolidation process, then rates do not need to increase as much

for the low volume users and further incentives for water conservation can result. An

offsetting consideration is that the Company cannot have too much of its revenues

dependent on commodity charges in the higher tiers, this must be analyzed in detail as

this case progresses.

10

11

12

3

14

15

16

17

Q- DOES THE COMPANY SUPPORT DECONSOLIDATING THE RATES FOR ITS

ANTHEM / AGUA FRIA WASTEWATER DISTRICT AS WAS DISCUSSED AT

LENGTH IN THE PREVIOUS ANTHEM / AGUA FRIA WASTEWATER RATE

CASE?

No, on the assumption the Commission's forthcoming policy guidance will embrace rate

consolidation. It would be counter-productive to put forth an effort to De-consolidate

these districts' rates and then later re-consolidate them with the Company's other

wastewater districts.

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMGNY IN THIS CASE?18

19 A.

A.

Yes.
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ARIZONA AMERICAN WATER COMPANY
Docket Nos. W-01303A-09- 9 SW-01303A-09-
Rate Case Expense

EXHIBIT TMB - 2

Page 1 of 1

$ 230,000

$ 65,000

Lewis & Rosa - Legal Representation

Bente Viiiadsen - Cost of Equity

Paul Herbert - Rate design & consolidation $ 65,000

$ 15,000Compliance - Anthem rate tiers study

Shared Services - Rates Direct Charge for Case Support $ 75,000

Required Public Notices :
-Required Initial Public Notice Letter (81,176 customers)
-Required Rate Consolidation Notice Letter (81 ,176 + 73,012 customers)
-Required Newspaper Publish of Initial Public Notice
-Required Newspaper Publish ACC Public Comment Meetings

$
$
$
$

50,329
95,597
10,000
10,000

Company Sponsored Community Meetings on the Rate Case / Consolidation
-Facility rental related fees
-Postcard invitation to meetings
-Newspaper publish meetings

$
$
$

3,500
40,000
4,000

Case Production:
-External duplicating costs, binders, tabs, etc $ 15,000

$ 578,425
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EXECUTIVE SUMMARY1
2
3
4
5
6
7
8

Thomas M. Broderick testifies in rebuttal that:

The total revised requested annual revenue increase is $16,583,067 or a 44.8% increase. The
original requested annual revenue increase vas $20,628,634. The primary reason for the
requested revenue reduction is the Company is accepting Staffs cost of capital which alone
reduces the original amu al revenue requirement by $3.6 million.

District Anthem
Water

Sun City
Water

Anthem /
Agua Fria
Wastewater

Sun City
Wastewater

Sun City
West
Wastewater

Revenue
Increase

$5,962,687 $2,026,980 $5,308,386 $1,858,070 $1,426,944

9
10
11

The Company accepts Staff' s 7.2% cost of capital and each of the components comprising that
overall amount including the 10.7% return on equity.

1 2

1 3

1 4

Mr. Broderick also discusses rate case expense, part of the working capital adjustment, Sun City
Well 5. l , tank maintenance reserve and deferral, pension expense, wastewater hook-up tariffs,
and Sun City's low income program.
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1

2

3

4

5

I

Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.

My name is Thomas M. Broderick. My business address is 2355 W. Pinnacle Peak Road,

Suite 300, Phoenix, Arizona 85027, and my business phone is 623-445-2420.

6

7

8

9

Q. ARE YOU THE SAME THOMAS M. BRODERICK THAT SUBMITTED

DIRECT TESTIMONY ON BEHALF OF THE CCMPANY IN THIS CASE ON

July 2, 2009?

Yes.

II PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

10

11

12

Q.

Please see the executive summary of my direct testimony.

III13

14

15

16

17

18

19

20

21

22

23

4

Q-

SUMMARY OF REVISED REVENUE REQUIREMENT (ALL DISTRICTS IN

THIS CASE)

WHAT IS ARIZONA-AMERICAN'S REVISED REQUESTED REVENUE

REQUIREMENT INCREASE IN THIS CASE?

A.

A.

A.

A.

Arizona-American's revised requested revenue increase, rate base and operating expense

are summarized on Rebuttal Exhibit TMB-1 Summary of Schedule A-ls, B-ls, C-ls and

D-ls. The Company's requested revenue requirement is revised as a result of accepting a

number of the positions recommended by Commission Staff and RUCO as well as due to

correcting some minor errors uncovered in the discovery process. Also, a few new

issues, such as unanticipated expenses under the 1985 City of Glendale Agreement, have

arisen in the Sun City wastewater district. The total revised requested annual revenue

increase is $16,583,067 or a 44.8%.increase. The original requested annual revenue
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1

2

3

increase was $20,628,634 The primary reason for the requested revenue reduction is the

Company is accepting Staffs cost of capital which alone reduces the original annual

revenue requirement by $3.6 million.

Q- HOW DOES THE COMPANY'S REVISED REVENUE REQUIREMENT -

WHICH RESULTS FROM ACCEPTING MANY OF STAFF'S AND RUCO'S

POSITIONS - COMPARE TO STAFF'S AND RUCO'S POSITIONS

SUBMITTED ON MARCH 8, 2010?

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

A. Staff recommends the Company be authorized approximately 80% of its originally

requested overall revenue requirement and RUCO recommends the Company be

authorized approximately 66%. The Company has reviewed each of their

recommendations and has endeavored to accept as many of Staff" s and RUCO's

recommendations as we can in order to reduce the remaining open issues. This case

requests a large increase in revenue in order to restore Arizona-American to a minimal

level of financial performance. Arizona-American has experienced net income losses

thru December 31 , 2008 totaling $30.2 million since the acquisition from Citizens of all

of its Arizona water and wastewater properties in 2002. This past year - 2009 - was again

a difficult year financially. Although the Company had a positive $0.3 million net

income, it was entirely attributable to AFUDC related non-cash income on the White

Tanks project. AFUDC is booked based on the standard regulatory promise to include

that project in rates in the future.

Q- WHAT OTHER REBUTTAL TESTIMONY WITNESSES ARE SUPPORTING

ARIZONA-AMERICAN'S REVISED REVENUE REQUIREMENT?

21

22

23

24

A.

5

The following persons are also providing rebuttal testimony to support Arizona-

American's revised revenue requirement. Their primary rebuttal topics are indicated in

parentheses:
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1 Mr. Paul G.

2

3

4

Towsley (The proposed infrastructure surcharge for Sun City, the annual

achievement incentive plan, imputed water loss penalties, and Anthem Community

Council's proposal to defer Anthem plant associated with the most recent ($20.2 million)

Pulte refund from rate base)

5 Mr. Joseph E. Gross (Sun City Well 5.1 and Verrado WWTP)

6

7

8

Ms. Linda J. Gutowski (Rebuttal Schedule B-2 test year adjusted rate base results and

various rate base pro forma adjustments, allocation of North West Valley Treatment Plant

("NWVTP"), the Sun City tank maintenance reserve, and water testing costs)

9

10

11

Mr. Miles H. Kiser (A new cost deferral request for the Glendale Agreement, rebuttal

Schedule C-2 test year adjusted operating income results and various expense pro forma

adjustments including pension expense)

12

13

Ms. Sandra L. Murray (Accepts various rate base pro forma adjustments including

Verrado WWTP)

14 Dr. Berte Villadsen (Rebuttal of RUCO's recommended return on equity)

15

16

17

18

19

Q. DOES REBUTTAL EXHIBIT TMB-1 PROVIDE BY DISTRICT THE

COMPANY'S REVISED REVENUE REQUIREMENT, RATE BASE AND

EXPENSE?

Yes, it is a revision of Exhibit TMB-1 which was part of my Direct Testimony and is in

the format of Schedules A-1, B-1, C-1 and D-1.

20

21

A.

Q. WHAT DOES REVISED SCHEDULE A-1 SHOW AS THE DISTRICT LEVEL

REVENUE REQUIRMENT INCREASE?



Arizona-American Water Company
Rebuttal Testimony of Thomas M. Broderick
Docket Nos. W-01303A-09-03437 SW-01303A-09-0343
Page 4 of 19

1

2

3

4

Schedule A-1 titled "Computation of Increase in Gross Revenue Requirements" shows

the revised calculation of the increase in gross revenue requested by Arizona-American

for each district in this proceeding:

District Anthem
Water

Sun City
Water

Anthem /
Agua Fria
Wastewater

Sun City
Wastewater

Sun City
West
Wastewater

Revenue
Increase

$5,962,687 $2,026,980 $5,308,386 $1,858,070 $1,426,944

IV

Q.

REBUTTAL OF RUCO AND STAFF DIRECT TESTIMONIES

COST OF CAPITAL

WHY DO YOU RECOMMEND THE COMMISSION REJECT RUCO'S

PROPOSED 6.77% COST OF CAPITAL IN FAVOR OF STAFF'S PROPOSED

5

6

7

8

9

10

11

1 2

1 3

7.20% '?

Staffs recommendation is more appropriate for this case. I accept Staff' s proposed 7.2%

cost of capital as the lowest acceptable cost (See Section V below) and disagree with

RUCO.

1 4

1 5

1 6

1 7

1 8

1 9

20

2 1

Q- WHAT IS THE SOURCE OF THE DIFFERENCE BETWEEN RUCO'S AND

STAFF'S RECOMMENDED COST OF CAPITAL?

A.

A.

A. RUCO recommends a return on equity of 9.5% and Staff recommends a return on equity

of l0.7%. The Company accepts Staffs recommended return on equity. RUCO and

Staff have no other significant differences in their recommended cost of debt or the

capital structure. The rebuttal testimony of Ms. Bents Villadsen on behalf of the

Company presents the reasons why the RUCO return on equity recommendation is too

low and should be rejected in favor of Staff' s recommendation.
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2

3

4

Q-

RATE CASE EXPENSE

WHY DO YOU DISAGREE WITH RUCO'S RECOMMENDATION TO ALLOW

ONLY $460,000 IN TOTAL RATE CASE EXPENSE FOR COSTS ASSOCIATED

WITH THIS CASE?

5

6

7

8

I disagree with RUCO's method of calculating rate case expense on a per district average

basis using authorized rate case expense in prior cases. Each case is different from the

last and there is no reason to use past case information when current case assumptions

and actual expenses to-date are readily available.

9

10

11

12

13

14

15

16

Q- WHAT DATA ARE READILY AVAILABLE FOR THIS CASE?

Although Staff accepts the amount the Company originally requested for rate case

expense of $678,425, alternatively, I am willing to provide actual rate case expense to-

date plus a remaining cost estimate to completion of this case at the appropriate time(s).

Updates can be provided at hearing, in the Company's post hearing exhibits or even later

in the Company's post hearing brief. In New Mexico, for example, the NMPRC prefers

to receive the actual rate case expense to-date plus an estimate for the remainder of the

case for their review and acceptance at the hearing.

17

18

19

20

21

22

23

Q- DOES THE COMPANY TRY TO KEEP RATE CASE EXPENSE AS LOW AS

POSSIBLE?

A.

A.

A.

Yes, it is one of my major priorities. After each rate case is over, the Company

immediately writes off to expense any actual deferred rate case expense in excess of the

total Commission authorized amount. It is not pleasant to inform my management that ._

while new revenues will soon come in .-. that the first action is to write-off excess rate

case expense and reduce income.
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. *

2

3

4

5

6

7

As part of fulfilling my job duties, I spend a significant amount of time keeping rate case

expense low in Arizona (and elsewhere). We typically do not use our external law firm

for routine filings or the copying of rate case materials or the logistical handling of

responses to data request. And typically, either I or a member of my team attends

Commission open meetings so that my external counsel -- if needed for the meeting - is

not waiting for hours in the hearing room at my customers' expense for my agenda item

to be called.

8

9

10

11

12

13

14

15

If procedural calendar time pennies, we always prefer to issue a required public notice as

a bill insert to save postage. The stamp is the most costly component of a public notice.

Bill text messages cost even less and are used for post case notices of rate increases. A

bill text message appears on customers' bills in the section immediately following the

billing information. We know many customers see these notices because recently we

omitted a post case bill text message for one district and the Company (and the

Commission) received a higher than expected number of customer inquiries from this

district (even though the increase was not as large as for several other districts).

16

17

18

19

20

As of March l l, 2010, the Company had incurred $226,339 in rate case expense for this

case. In a procedural order dated March 18, 2010, the ALJ required a Company-wide all

customer notice regarding rate consolidation. That notice will be sent as a first class

letter at a total cost of approximately, $55,000. The majority of external legal costs for

the case are still ahead.

21

22

23

4

Q.

WORKING CAPITAL ADJUSTMENT

RUCO'S WITNESS MR. RALPH SMITH IMPLIES THAT ARIZONA-

AMERICAN CAN CHOOSE WHETHER OR NOT TO PRE-PAY AFFILIATE-

PROVIDED SERVICES (PAGE 27, LINE 1)- IS THAT TRUE?
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1

2

3

4

5

No. All 20 utility affiliates, including Arizona-American, pre-pay the monthly "Service

Company Bill." We paid, for example, the January 2008 monthly bill on January 7,

2008. Contrary to Mr. Smith's assertion, Arizona-American does not have the discretion

to pay its monthly Service Company bill on a timetable different from the other affiliates.

This bill is paid automatically.

6

7

8

Q. DID ARIZONA-AMERICAN MAKE ERRORS IN ITS INITIAL FILING

CONCERNING THE LEAD / LAG DATA FOR THE SERVICE COMPANY

BILL?

9

10

Yes. The Company requested a payment lag of 14.7715 days in its initial filing. That is

being corrected in the rebuttal testimony of Company witness Ms. Linda Gutowski.

11

12

13

14

Q- DID THE WEST VIRGINIA COMMISSION NOT RECUGNIZE A PRE-

PAYMENT OF THE SERVICE COMPANY BILL (SMITH DIRECT, PAGE 29,

LINES 23-24) IN SPITE OF WEST VIRGINIA AMERICAN REQUESTING A

PRE-PAYMENT LEAD?

15

16

Yes, but West Virginia is the only exception among the 20 utility affiliates, unless, of

course, this Commission later finds similarly.

17

18

Q. WHY SHOULD THE ARIZONA COMMISSION ALIGN WITH ALL THE

OTHER COMMISSIONS AND DISAGREE WITH WEST VIRGINIA?

19

20

21

22

3

A.

A.

A.

A.

If the Commission aligns with all the other commissions, then Service Company interest

costs will not consequentially increase. If Arizona-American no longer pre-pays the

Service Company bill, then the Service Company would have to borrow funds to meet its

own cash requirements and would pass the associated higher interest costs On to the

affiliates (including Arizona-American) in a larger monthly Service Company bill.
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1

2

3

4

5

In recent Decision No. 71410, the Commission accepted the Company's proposed pre-

payment lead of 3.88 days. Even this pre-payment lead, understated the actual pre-

payment lead, which is correctly calculated at 11.25 pre-payment lead days for the 2008

test year in the rebuttal testimony of Company witness Ms. Linda Gutowski. She rebuts

this and a number of other working capital issues in her testimony.

6 SUN CITY WELL 5.1

7

8

9

10

11

Q- CAN ARIZONA-AMERICAN DEMONSTRATE SPECIAL CIRCUMSTANCES

TO JUSTIFY INCLUSION OF SUN CITY WELL 5.1 IN RATE BASE AS A POST

TEST YEAR ADDITION (RUCO'S MR. SMITH, PAGE 15, LINES 10-11)?

If need be, yes. Staff, however, allows this addition in its revenue requirement because

Staffs engineer, Ms. Hains, indicated Well 5.1 was in-service at the time of her

inspection.

13

14

15

16

17

18

19

20

21

22

23

Q. WOULD ARIZONA-AMERICAN'S FINANCIAL HEALTH BE IN JEOPARDY

FROM FAILURE TO INCLUDE WELL 5.1 IN RATE BASE?

A.

A. Yes. The replacement of Sun City Well 5.1 -- at a cost of $1 .587 million - represents 5.6

percent of the Company's requested rate base for the Sun City water district in its direct

case presentation. The Company's application requested a 27.74% rate increase for Sun

City water district and RUCO recommends an increase of only 7.8l%. The annual

revenue requirement associated with Well 5.1 's addition is $224,394. In 2009, Arizona-

American - for the first time in many years - had a positive net income of $3 l6,000.

Therefore, the revenue from this project alone represents a significant portion of Arizona-

American's current income. The reason net income was positive in 2009 was because

non-cash AFUDC was recorded on the Company's largest ever construction project .-
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1

2

White Tanks. So, in other words, $224,394 is material on a total Arizona~American level

at this juncture in the Company's struggle to return to financial health.

3

4

5

Q. IS THE REPLACEMENT OF SUN CITY WELL 5.1 REVENUE NEUTRAL?

Yes. As Company witness Mr. Gross explains, this investment is not related to customer

growth.

6

7

8

9

10

Q.

TANK MAINTENANCE

DID STAFF ACCEPT THE COMPANY'S PROPOSAL FOR A SUN CITY TANK

MAINTENANCE RESERVE, BUT RUCO DID NOT?

Yes. Staff accepted the Company's proposed $445,000 annual reserve addition. The

rebuttal testimony of Company witness Ms. Linda Gutowski addresses RUCO's position.

11

12

13

14

15

16

17

18

Q. IS THE MINIMAL TANK MAINTENANCE SPENDING CITED BY RUCO'S

MR. SMITH IN SUN CITY WATER DISTRICT INDICATIVE OF THE NEXT

TEN YEARS SPENDING NEEDED?

No, to the contrary it means the Company has spent very little on tank painting in Sun

City water district for many years and now such maintenance is already overdue.

RUCO's Mr. Smith (Page 64, Lines 3-5) chastises the Company for not providing the

requested ten-year history, but there has been virtually no tank painting in Sun City in

recent years.

19

20

21

Q. IS THERE AN EXISTING DEFERRAL IN SUN CITY FOR TANK PAINTING?

A.

A.

A.

A.

Yes. This deferral was approved many years ago back when Citizens owned the property

in that district and it has remained in effect.
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1

2

3

4

5

6

7

Q. SHOULD A TANK PAINTING & INSPECTIONS DEFERRAL now BE

APPROVED FOR ANTHEM WATER DISTRICT AS WAS MUCH EARLIER

APPROVED FOR SUN CITY WATER DISTRICT?

Yes, the Company makes this new request. Although Anthem water district's tank

maintenance needs are minimal today and for the near future, it would be prudent to

approve a deferral for Anthem district now that is identical to the much earlier approved

deferral for the Sun City water district.

8

9

10

11

Q.

PENSION EXPENSE FAS 87 versus ERISA

RUCO'S MR. SMITH (Pages 48-59) RAISES TWO ISSUES WITH RESPECT TO

PENSION EXPENSE: 1) NORMALIZATION AND 2) FAS 87 VERSUS ERISA.

WHAT IS THE COMPANY'S POSITION?

112
13

14

15

16

17

18

19

20

21

RUCO substitutes the Company's requested 2009 ERISA pension expense for a lower

FAS 87 average of 2007 and 2008. The rebuttal testimony of Company witness Miles H.

Kiger discusses why it is more appropriate to rely upon 2009 ERISA or an average of

2009 and 2010 ERISA instead. The normalizing period is an issue separate from FAS 87

versus ERISA which was cleverly co-mingled with normalization by RUCO when it used

FAS 87 pension expense for 2007 and 2008 instead of ERISA pension expense. The

Company is very strongly opposed to RUCO's co-mingling of these two distinct issues

and recommends the Commission reject RUCO's recommendation. The Company

believes Mr. Smith has greatly exaggerated the "management discretion" associated with

ERISA expense. The Company follows the law.

22

A.

A.
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Q.

2

3

RUCO'S MR. SMITH APPEARS TO BELIEVE THAT FAS 87 (ACCRUAL) IS

GENERALLY PREFERRABLE TO ERISA (CASH FUNDED) PENSION

EXPENSE. DOES THE COMPANY AGREE?

4

5

6

7

8

9

10

11

12

13

This is an important policy question and one for which I am confident the Commission

would want a well developed evidentiary record before taking such an important step

with long-ranging impacts. A number of American Water's utility affiliates are already

on FAS 87 for ratemaking purposes and under the right circumstances and with the

proper rate treatment Arizona-American could likewise follow. However, when the

Company prepared and filed this rate case in July 2009, we concluded that the issues

were already very numerous and that since not all of the Company's districts were in this

case, is would be premature to request approval of FAS 87 for rate-making purposes.

Recent conversations with Commission Staff have confirmed my earlier conclusion that

this case already had many issues that are occupying Staffs resources.

14

15

16

17

We deferred the FAS 87 versus ERISA topic until a future rate case. While it would be

more appropriate to transition the whole Company at one time, rather than in waves of

different districts, an initial partial transition is not a deal breaker. I note that the next

rate case may be state-wide.

Q. WHAT GIVES RISE TO THE DIFFERENCE BETWEEN FAS 87 AND ERISA

BASED PENSION EXPENSE THAT CREATES TRANSITION ISSUES?

18

19

20

21

22

A.

23

24

A.

While I am not a pension accountant bY training, it is my understanding that ERISA

pension expense equals annual fording which is the on-going actual payments to retirees

plus the change in the value of the plan's assets from period to period as compared to the

plan's required value. FAS 87 is accrual based pension expense based on the difference

between the actual value of the plan and the required value of the plan. Ultimately, FAS
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1

2

3

4

5

6

7

8

87 and ERISA pension expense are equal over time, but there are significant annual

expense timing differences. In some periods, ERISA exceeds FAS 87 and vice versa in

other periods. This is due to the differences inherent in each method's quantification of

the current funding obligation using different assumptions. An actuarial study performed

by an independent third party is required to determine the results of both methods. FAS

87 looks at the future pension obligation as the employee earns it while ERISA looks at

the pension obligation that is payable currently, Other factors such as earnings on plan

assets also enter the calculations.

9

10

11

12

I understand that GAAP requires that FAS 87 obligations be booked to the Colnpany's

balance sheet. But, since the Company expenses on ERISA and because FAS 87 has

historically generally exceeded ERISA, the Company has regulatory assets on its balance

sheet for the accumulated amounts by which FAS 87 has exceeded ERISA.

13

14

15

On the Company's balance sheet are two FAS 87 related regulatory assets - one for

Deferred Service Company Pension Cost and another for Deferred Pension Cost for

everyone else (i.e., Arizona-American employees). At February 28, 2010, the balances

.16 are $746,347 and $1,050,173, respectively, in account #186408 and #186422. RUCO

17 ignores these regulatory assets in its recommendation. These cannot be ignored.

18

19

20

Q. DID THE COMPANY EARLIER HIGHLIGHT FOR THE COMMISSION THAT

PENSION EXENSE (UNDER EITHER ERISA OR FAS 87) WAS INCREASING

WELL ABOVE AMOUNTS IN RATES DUE TO MARKET TURMOIL IN 2008.
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2
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4

5

6

7

8

9

10

A. Yes. On May 15, 2009, the Company filed a request (Docket # 09-0241) for approval to

defer current ERISA pension expense in excess of amounts in existing rates. The

Company requested that $1 .723 million in 2009 pension expense be allowed to be

deferred. The Company requested the deferral be allowed to continue through December

31, 2013. The Company acknowledged that as rate cases completed and increased

pension expense was included in rates, the amount deferred would be less. The Company

acknowledged that future expense (e.g., 2012 or 2013) might eventually be less than the

amount then in rates and so the Company offered a balancing account feature so that the

Company would only recover its exact pension expense.

The Commission has not acted on that application and no time clock rules apply. I think

the Company's intentions were clear that it is only seeking to recover its exact pension

expense in a difficult situation.

13

14

15

16

17

18

19

SQ
21

22

23

Q. IF THE COMMISSION DECIDES TO APPROVE FAS 87 BASED PENSION

EXPENSE IN THIS CASE INSTEAD OF THE ERISA BASED REQUEST IN THE

ORIGINAL APPLICATION WHAT DOES IT NEED TO DO?

The Commission needs to state clearly in a final order that it approves FAS 87 based

pension expense. Next, it needs to determine and identify the adjusted (perhaps,

normalized) test year amount of FAS 87 based pension expense for rate-making. Next, it

needs to recognize the amount of the accumulated difference between FAS 87 and

ERISA and establish an annual amortization of that difference authorized for recovery in

rates for the districts in this case. Lastly, it needs to indicate that the accumulated

difference allocated to districts not in this case would likewise be recoverable with an

identical or similar amortization period.

24

.25

A.

Q. WHAT IS THE APPROPRIATE AMOUNT OF THE ACCUMULATED

DIFFERENCE BETWEEN FAS 87 AND ERISA?
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1

2

3

4

5

Since the Company's accountants have continued to record the on-going difference

between FAS 87 and ERISA on the Company's balance sheet it is appropriate to use the

most recent available balances in accounts #186408 and #186422 as the basis for the

amortization or $746,347 and $1,050,173 as of February 28, 2010. These balances can

be updated as the case progresses.

6

7

8

9

Q- WHAT AMORTIZATION PERIOD DOES THE COMPANY RECOMMEND TO

RECOVER THESE AMOUNTS IN RATES?

Five years is appropriate. Any longer and it would be necessary to put the unamortized

amount in rate base so as to compensate for the lost time value of money.

10

11

13

14

15

16

Q. WHAT WOULD HAPPEN IF THE COMMISSION APPROVED THE

ADJUSTED TEAT YEAR PENSION EXPENSE BASED on FAS 87 IN THIS

CASE BUT FAILED TO APPROVE THESE AMORTIZATIONS IN RATES?

That would be very unfair as we would be forced to write-off these regulatory assets to

expense and reduce income. The Company's auditors would conclude that the eventual

recovery of these balances is apparently not probable. This would be contrary to the

method used by other commissions -- including this Commission.

Q. PLEASE SUMMARIZE THE COMPANY'S POSITION ON PENSION EXPENSE

FOR THIS CASE?

17

18

19

20

21

22

23

4

A.

A.

A.

A.

In its original application, the Company proposed 2009 ERISA based pension and it

continues to support that request with additional information in the testimony of Miles H.

Kiser. If the Commission decides a different or average period is more appropriate, then

it is critical that this normalization be appropriate and use ERISA pension expense.

Alternatively, if it is the preference of the Commission to approve FAS 87 now, the

Company can accept FAS 87 pension expense if the allocated historical difference
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P

between FAS 87 and ERISA for the districts in this case is approved for recovery over a

five-year or less amortization period. A similar recovery can occur for the balance of the

Company's other districts in their next rate case. The Companystrongly opposes

approval of FAS 87 #the transition issuesare ignored. The Company will be carefully

reviewing the April 15, 2010 surrebuttal testimony on this topic, especially that of

RUCO, and we may ask American Water's internal corporate pension expert and / or our

actuarial, Towers Perrin, to provide rejoinder testimony on pension expense.

8

9

V ACCEPTED POSITIONS OF STAFF AND RUCO

STOCK BASED COMPENSATION LABOR EXPENSE

10

11

12

Q. RUCO'S MR. SMITH RECOMMENDS DENIAL OF THE TEST YEAR STOCK

BASED COMPENSATION EXPENSE (Page 44, line 8 thru page 48, line 8). DOES

THE COMPANY AGREE?

13

14

15

16

17

18

19

20

21

Yes, with the exception of a minor partial double counting error Mr. Smith made which

is corrected by Company witness Miles H. Kiger. In the past, such compensation has

been minor and there is no stock based compensation budgeted for 2010. The 2008 test

year was high because American Water's IPO was underway and a one-time grant of

restricted stock was provided to all non-union employees. In order to vest, employees

needed to remain working at American Water for at least three months following the

IPO. Even though we accept Mr. Smith's adjustment as corrected, we felt it important to

clarify that the 2008 stock compensation - unlike the other companies Mr. Smith cited -

was not executive and officer targeted.

22 COST OF CAPITAL

23 Q.

A.

DO YOU ACCEPT STAFF'S PROPOSED 7.2% COST OF CAPITAL?
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4

5

A. Yes and we accept Staff's 10.7% cost of equity, their cost of long and short term debt and

their capital structure as expressed in Staff witness Juan Manrique's Schedule JCM- 1

(which has been incorporated in Company revised Schedule D-1). I note that Staff' s

recommendation of 7.2% is lower than the cost of capital the Commission recently

approved in Decision No. 71410 on December 8, 2009 of7.33%,

6

7

8

9

10

Although we believe Staffs overall 7.2% cost of capital recommendation is too low, it

seems unlikely the Commission will accept a return on equity in excess of Staff' s

recommendation or exclude short term debt from the capital structure. The testimony of

Ms. Bents Villadsen, on behalf of the Company focuses on why RUCO's

recommendation of 9.5% return on equity is too low and should be rejected.

11 CAPITAL STRUCTURE

12

13

14

15

16

Staff again included short term debt in the capital structure. The Company accepts, but

still is of the opinion that short term debt funds CWIP and should not be included in the

capital structure for ratemaking purposes. We have made and lost this argument in recent

cases. In this case, RUCO gave up supporting the Company and now also proposes to

include short tern debt in the capital structure.
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6

7

8

9

10

Staff proposes a capital structure of 38.9% equity and 61.1% debt. The reason Staffs

calculated equity ratio is so low is because of the aforementioned inclusion of $66.1

million of short term debt outstanding as of December 3 l , 2009 in the capital structure.

Under Staff' s calculation, short term debt represents 16.6% of the capital structure. The

reason the Company has so much short term debt outstanding now is that late last year it

finished construction of the White Tanks surface water treatment plant located in the

Agua Fria district at a completed cost approximately equal to the amount of short term

debt now outstanding. Previously, Staff preferred the Company's equity ratio to be at

least 45%, but Staff has not criticized the Company on this point - I believe .- for the

temporal reason cited.

11 LONG-TERM DEBT

112
13

14

15

16

17

18

19

The Company has pending an application to refinance $10,635 million in existing short-

term debt in Docket # WS-01303A-09-0407 which is on the Comnlission's March 31,

2010 open meeting agenda. Staff has recommended approval at an interest rate not to

exceed 6.75% for the new long-term debt that will be issued in the second quarter of this

year. The Company anticipates filing soon a new application for $35 million in long-

term debt to pay down more short term debt later in 2010. The incremental interest

expense for these new long-term debt issuances was not included in the Company's

revised revenue requirement.

20

21

For these and other reasons, the Commission should not approve a cost of capital lower

than 7.2%.

22 RATE CASE EXPENSE
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9

10

11

12

113
14

15

Q. WHY IS THE COMPANY ACCEPTING STAFF'S AND RUCO'S

RECOMMENDATIONS TO DENY RECOVERY OF $149,119 IN COMMISSION

APPROVED BUT UNAMORTIZED RATE CASE EXPENSE FROM PRIOR

RATE CASES INVOLVING THE DISTRICTS IN THIS CASE?

These prior case costs were included in this case to highlight that the Commission

routinely approves rate case recovery periods that are too long to actually recover the

authorized costs. Upon conclusion of this case, the Company will have to write-off these

approved but unarnortized prior rate case expenses. Prior cases for the districts in this

case concluded in the second quarter of 2008. In Anthem, for example, all parties to the

prior Anthem case knew the Company would immediately file another Anthem rate case,

yet the Commission authorized a three-year recovery period which does not end until

summer 2011. Staff opined in its March 8, 2010 report that rate case expense is a cost

normalized not amortized. A normalization process can consider circumstances such as a

new case following quickly on the heels of a prior case. The rebuttal testimony of

Company witness Miles H. Kiser provides the details at the district level.

16

17

18

WASTEWATER HOOK-UP FEE TARIFFS

DOES THE COMPANY ACCEPT THE OFF-SITE WASTEWATER FACILITIES

HOOK-UP FEE TARIFF REVISIONS PROPOSED BY STAFF'S MS. HAINS?

19

20

21

A.

VI

Q.

A.

Yes. Ms. Hains added fees for the larger service lateral sizes and recommended

additional compliance for Anthem / Agua Fria wastewater district both of which are

acceptable to the Company.
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VII

Q.

SUN CITY LOW-INCOME PROGRAM UPDATE

IN YOUR DIRECT TESTIMONY, YOU INDICATED THAT AS OF MAY 31,

2009 THE SUN CITY LOW INCOME PROGRAM HAD ONLY 115 ENROLLEES

OF A MAXIMUM 1,000. HOW MANY ARE THERE NOW?

As of February 2010, there were 293 Sun City water residential customers in the program

out of a maximum authorized 1,000. As a result, the program is presently over collected

by $61 ,706 because an additional $0.047 per legal is collected on the high block of water

consumption in order to fund a $4 per month discount for program enrollees. The

Company has promoted the program recently and is at a loss to explain why there are

now not more low income participants.

11

12

13

The Commission could either reduce the over collection by temporarily reducing /

eliminating the rate on the high block or ordering a one-time refund of the over collection

or doing nothing until the next rate case.

14

15

Q- DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY IN THIS CASE?

A.

A.

Yes.
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Arizona American Water Company - Anthem I Agua Fria Wastewater
Test Year Ended December 31, 2008
Summary of Cost of Capital
District Level - Anthem / Agua Fria Wastewater - Proposed

Exhibit
Schedule D-1
Page 3
Witness: Broderick

End of Test Year End of Protected Year

Line
No.
1
2

Item of Capital
Long-Term Debt $

Dollar
Amount
26,181 ,119

Percent
of

Total
54.85%

Cost
Rate

5.47%

Weighted
Cost
3.00% $

Dollar
Amount
26, 181 ,119

Percent
of

Total
54.85%

Cost
Rate

5.47%

Weighted
Cost
3.00%

Stockholder's Equity $ 21,554,614 45.15% 12,25% 5.53% $ 21,554,614 45.15% 12.25% 553%

Totals $ 47,735,732 100.00% 8.53% s 47,735,732 100.00% 8.53%

Item of Capital
Long-Term Debt

Dollar
Amount
$ 25,581,679

Percent
of
Total

Cost Weighted
Rate Cost

44.55% 5.47% 2,4%

Dollar
Amount
$ 25,581,679

Percent
of
Total

Cost Weighted
Rate Cost

44.55% 5.47% 2.4%

Short Term Debt $ 9,526,376 16.59% 3.41% 0.6% $ 9,526,376 16.59% 3.41% 0.6%

Stockholder's Equity $ 22,314,344 38.86% 10.70% 4.2% $ 22,314,344 38.86% 10,70% 4.2%

Totals $ 57,422,400 100_00% 7.2% $ 57,422,400 100.00% 7.2%

1
2
3
4

5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47

Supporting Schedules: Recap Schedules:

\Schedules\2008 Auth AF WW Sch. A-F.xls\



IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS ANTHEM
WATER AND SUN CITY WATER DISTRICTS

IN THE MATTER OF THE APPLICATION OF
ARIZONA-AMERICAN WATER COMPANY,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS ANTHEM /
AGUA FRIA WASTEWATER, SUN CITY
WASTEWATER AND SUN CITY WEST
WASTEWATER DISTRICTS

BEFORE THE ARIZONA CORPORATION COMMISSION
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Arizona-American Water Company
Direct Testimony of Joseph E. Gross, P.E.
Docket Nos. W-01303A-09- 9 SW-01303A-09-
Page iii

1 EXECUTIVE SUMMARY
2
3
4
5
6
7

Mr. Gross testifies regarding the following capital improvement projects included in the
proposed rate base in Schedule B-2 Adjustments LJG-5: the replacement and rehabilitation of
certain wells in Sun City, the headwords of the Anthem Wastewater Treatment Plant, and the
Verrado WRF Phase 2 Expansion,

8
9

10
11
12
13

In Sun City, the well projects include the abandonment and replacement of Sun City Well 5. l
and the rehabilitation of Sun City Well 6.4. Due to excessive sand and high nitrates, Sun City
Well 5.1 had been out of service since January 2007. The Company replaced the well within
close proximity to the original well. Due to favorable construction bids for the equipment phase,
the project was completed under budget and placed in service on May 27, 2009, at a cost of
$1,587,l49.

14
15
16
17
18
19

Sun City Well 6.4 was taken out of service in 1997 due to the large volume of sand it produced.
The rehabilitation of this well was successful, producing about 800 rpm with very little sand.
The well was placed back in service during the test year on December 3 l , 2008, however, the
work order was not closed to Utility Plant in Service until February 2009. Therefore, the
additional post test year capital expense should be added to test year end amounts for Utility
Plant in Service. The total cost of the new additions to Well 6.4 was $502,625.

20
21
22

3
24
25
26
27
28
29

The headwords of the Anthem Wastewater Treatment Plant has a screening step to remove larger
particles prior to reaching the bioreactor membrane treatment process. Larger particles, if not
removed, reduce the life of the membranes thereby increasing costs of operation and
maintenance. Membranes have a 20-year life for rate-making purposes and the life of
membranes will be much less than 20-years absent the head works project. This project
improves the process by augmenting the existing screens to remove finer particles. This
improvement was placed in service December 3 l , 2008, however, by the end of the test year,
only $1 ,918,925 of the total cost of $2,524,948 had been moved to Utility Plant in Service. The
remaining invoices were received within the list four months of 2009 and added project costs of
$606,023.

30
31
32
33
34

The Verrado WRF plant expansion went into service October 31 , 2007. The total project cost
was $12,650,000. Arizona-American expects a true-up payment in the amount of $1,415,610 to
occur in late 2010. Even though this is a post test year event, this future contribution has been
reflected by the Company as a proposed reduction to rate base as an additional means of
mitigating the rate increase requested herein.

35

36

37



Arizona-American Water Company
Direct Testimony of Joseph E. Gross, P.E.
Docket Nos. W-01303A-09- 9 SW-01303A-09-
Page 1 of6

1

I2

3

4

5

6

Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.

My name is Joseph E. Gross, my business address is 19820 N. 7m Street, Suite 201 , Phoenix,

Arizona, and my telephone number is 623-445-2401 .

7

8

9

10

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by American Water Works Service Company as Engineering Director for

the states of Arizona, New Mexico and Hawaii.

11

12

13

4

15

16

17

Q- PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES IN ARIZONA AS

THE ENGINEERING DIRECTOR.

I am responsible for the planning, programming, and implementation of Arizona-

American Water's capital improvement program, planning for the five-year capital

program, providing input to the budgeting process, then providing oversight of the design

and construction contracts to ensure compliance with assigned budget and schedule.

18

19
20
21

Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

A.

22

23

I received a Bachelor of Science degree in Civil Engineering from the United States Military

Academy, and a Master of Science degree in Geodetic Science from The Ohio State

University.

24
25
26

Q- PLEASE DESCRIBE YOUR PROFESSICNAL EXPERIENCE.

7

A.

A.

A.

A.

I joined Arizona-American in October 2004. I was previously employed by the City of

Scottsdale for fourteen years in the positions of Capital Project Management Director,



Arizona-American Water Company
Direct Testimony of Joseph E. Gross, P.E.
Docket Nos. w-01303A_09_ 7 SW-01303A-09-
Page 2 of 6

l Before that,

2

3

4

5

Water Campus Project Director, and Water Resources Director. I had

extensive field-level and executive-level experience in the US Army Corps of Engineers,

including large projects located in the United States, Iran, and Saudi Arabia. Among

other responsibilities, I supervised the Corps' extensive flood-control projects in the

Phoenix metropolitan area from 1979 to 1982.

6
7

Q. ARE YOU A LICENSED PROFESSIONAL ENGINEER?

8 Yes, I am a licensed Professional Engineer in the states of Arizona and Pennsylvania.

9

10
11

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

12 Yes, on a number of occasions.

II PURPOSE OF TESTIMONY

15

16

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

17 Please refer to the Executive Summary, which precedes my testimony.

III MAJOR UTILITY PROJECTS18

19
20
21
22
23

Q. WHAT CAPITAL IMPROVEMENT PROJECTS ARE YOU SUPPORTING FOR
RATE RECOVERY PURPOSES IN THIS CASE?

24

25

26

The projects included in the proposed rate base in Schedule B-2 Adj ustments LJG-5 are

the replacement and rehabilitation of certain wells in Sun City, the headwords of the

Anthem Wastewater Treatment Plant, and the Verrado WRF Phase 2 Expansion.

27

A.

Q.

A.

A.

A.

PLEASE DESCRIBE THE WORK ON THE SUN CITY WELLS.
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1

2

3

4

5

About 70% of the wells in the Sun City district are more than forty years old. A Well

Field Analysis was completed for Arizona-American in 2003 to assess the condition of

the Sun City wells and to recommend remedial actions. Sun City Well 6.4, formerly

known as Sun City Well 4B, and Sun City Well 5.1 were two of the wells in the study

needing priority remedial action.

6
7
8

Q- PLEASE DESCRIBE THE SUN CITY WELL 5.1 REPLACEMENT PROJECT.

9

10

11

12

13

15

Sun City Well 5.1, drilled in 1948, was ranked as a top priority for replacement in the

district. The well has been repaired over the years, however, due to excessive sand and

high nitrates, the well had been out of service since January 2007. Excessive sand causes

significant wear to the pump in a short period of time making the well costly to maintain.

The high nitrates (19.2 mg/L) are due, in part, to the welTs shallow screened interval. A

video log of the well from January 4, 2007, also showed the casing to be in poor

condition.

16

17

18

19

20

The 2003 Well Field Analysis recommended abandonment and replacement of Sun City

Well 5.1, among others. The permanent loss of this welTs capacity would have an

adverse impact on the ability of Arizona-American to deliver water to the existing

customers of the Sun City community, Therefore, the Company has replaced the well

within close proximity to the original well,

21 Q. WHAT WAS THE COST OF THIS WELL REPLACEMENT?

22

23

24

Due to favorable construction bids for the equipment phase, the project was completed

under budget. The new well was placed in service on May 27, 2009, at a cost of

SI ,587,149.

Q.

A.

A.

A.

PLEASE DESCRIBE THE REHABILITATION OF SUN CITY WELL 6.4.
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1

2

3

4

5

6

7

8

Sun City Well 6.4 was originally drilled in 1950 with a 20 inch casing. The well was

taken out of service in 1997 due to the large volume of sand it produced. The original

casing had severe erosion of the perforations and other damage which allowed sand to

freely enter. The 2003 Well Field Analysis recommended replacement of the well, but

further examination concluded that rehabilitation would be more cost effective. Also,

emerging concerns about water supply for existing Sun City customers made

rehabilitation the most appropriate solution in order to place the well back in service

quickly.

9

10

11

12

3

14

15

16

17

18

The rehabilitation project consisted of brushing and bailing the original casing followed

by the installation of a new 16 inch liner inside the original liner. The annular space was

filled with gravel. The new liner was perforated to minimize sand production. The

rehabilitation was successful, producing about 800gpm with very little sand being drawn

in. The well was placed back in service during the test year on December 3 l , 2008,

however, the work order was not closed to Utility Plant in Service until February 2009.

Therefore, as explained in the Direct Testimony of Linda Gutowski, the additional post

test year capital expense should be added to test year end amounts for Utility Plant in

Service.

19 Q, WHAT WAS THE TOTAL COST OF THIS WELL REHABILITATION?

20 The total cost of the new additions to Well # 6.4 was $502,625.

21
22
23
24

Q~ PLEASE DESCRIBE THE ANTHEM WASTEWATER HEADWORKS
PROJECT.

25

26

A.

A.

A.

The head works of the Anthem Wastewater Treatment Plant has a screening step to

remove larger particles prior to reaching the bioreactor membrane treatment process.
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1

2

3

4

5

Larger particles, if not removed, reduce the life of the membranes thereby increasing

costs of operation and maintenance. Membranes have a 20-year life for rate-making

purposes and the life of membranes will be much less than 20-years absent the head

works project. This project improves the process by augmenting the existing screens to

remove finer particles.

6

7

8

9

10

11

When the Anthem Wastewater Treatment Plant originally began operation, the

headwords had two 2 millimeter screens, but they greatly limited flow and caused peaks

to bypass the screens. The subsequent replacement of the hmm screens with hmm screens

solved the flow problem, but allowed more hair and other fibrous material to pass

reducing the life of the bioreactor membranes. A better solution was needed to meet the

hydraulic requirements while protecting the membranes.

The most cost effective solution was determined to be finer screens with more effective

cleaning systems downstream from the present hmm screens, Hycor units with lim

rotating mm screens were selected. The Hycor units are well suited for use downstream

of the hmm filter and since they are sized for peak flows, there is no need for bypassing.

This improvement was placed in service December 31, 2008.

17
18 Q. WHY IS THIS PARTIALLY A POST-TEST YEAR PROJECT?

19

20

21

22

As explained in the Direct Testimony of Linda Gutowski, by the end of the test year, only

$l,918,925 of the total cost of $2,524,948 had been moved to Utility Plant in Service.

The remaining invoices were received within the first four months of 2009 and added

project costs of $606,023 .

23
24
25

Q.

A.

PLEASE DESCRIBE THE VERRADO WRF PHASE 2 EXPANSION.
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2

3

4

5

6

7

8

9

10

The plant expansion went into service October 31 , 2007. The total project cost was

$12,650,000. In February 2008, Pulte Homes paid $2,275,890 as a contribution offset

against hookup fees for common facilities to serve their proposed development, Sienna

(aka Tesota) Hills. The agreement also calls for a true-up payment to occur at 80% of

WRF capacity or April 3, 2011, whichever is earlier. As noted in the Direct Testimony

of Ms. Linda Gutowski, Arizona-American now expects this true-up payment in the

,Wl.,,=,;;**ag;_ount of$1,4l5,610 to occur in late 2014.

this future contribution has been reflected by the Company as a proposed reduction to

rate base in Anthem/Agua Fria Wastewater Schedule B-2 Adjustment LJG-5 as an

additional means of mitigating the rate increase requested herein.

Even though this is a post test year event,

11
12
13 Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

14

15

A.

A.

Yes, and I look forward to working with Commission Staff engineers as they prepare for

and conduct their field audit of the projects I discussed herein.
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1

2

3

4

EXECUTIVE SUMMARY

5
6

7
8

The Rebuttal testimony of Joseph E. Gross:

1) Rebuts RUCO's recommendation to exclude from rate base the replacement of Sun City
Well 5.1 which Staff accepted, and

2) Accepts Staffs recommendation to exclude a portion of the Verrado WWTP from rate
base even though the portion excluded improves reliability.

9

10

11

\
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2 I INTRODUCTION AND QUALIFICATIONS

4 Q PLEASE STATE YOUR NAME. BUSINESS ADDRESS. AND TELEPHONE

NUMBER

6 A My name is Joseph E. Gross, my business address is 2355 West Pinnacle Peak Road

suite 300, Phoenix, Arizona 85027 and my telephone number is 623-445-2401

ARE YOU THE SAME JOSEPH E. GROSS THAT SUBMITTED DIRECT

TESTIMONY ON BEHALF OF THE COMPANY ON JULY 2, 2009?

8

9

10 Yes.

11

12

13

I I PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

Please refer to the Executive Summary, which precedes my testimony.

III

Q

MAJOR UTILITY PROJECTS

HAVE YOU READ MR. RALPH SMITH'S DIRECT TESTIMONY FOR RUCO

REGARDING SUN CITY WELL 5.1?

14

15

16

17 A Yes.

18

19

20

21

Q WHY DID YOU INCLUDE THIS POST TEST YEAR PROJECT IN THIS CASE?

Post test year projects have previously been allowed in rate case applications prior to

2009, when they were completed in time for staff to inspect and conclude that the project

was in service and used and useful.

22

23

24

Q WHY DIDN'T YOU COMPLETE THE PROJECT WITHIN THE TEST YEAR?

A.

A.

A.

A.

Q.

The water infrastructure in Sun City is deteriorating rapidly, since most of the wells and

transmission mains are 30 - 50 years old and near the end of their useful lives. A number
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2

3

4
5,

6

7

8

of the 20 wells in Sun City are normally out of service for repairs, and the Company has

serious concerns about the adequacy of water supply for our customers. Therefore, the

company has examined the condition of each well and embarked on a replacement

Program for those wells no longer capable of adequate production. This rate case

includes three such wells. The company has programmed replacement or rehabilitation

of one well per year in its current five-year capital plan. Although it would be preferable

to improve the water supply at an accelerated rate, we are restricted by available

resources and the desire to avoid an even higher level of rate increases for our customers.

9

10

11

Q WAS SUN CITY WELL 5.1 COMPLETED IN TIME FOR STAFF INSPECTION?

12

Yes. It was completed in May 2009, which allowed Staffs Ms. Dorothy Hairs adequate

time to inspect the well and determine that it was in service and used and useful -. which

she did.

13

14

Q.

15

DOES THIS PROJECT MEET THE CRITERIA FOR WARRANTING RATE

BASE RECOGNITION OF P()ST-TEST YEAR PLANT, AS OUTLINED IN MR.

SMITH'S TESTIMONY?

16 A.

17

18

19

Absolutely. Sun City Well 5.1 meets each of the more restrictive conditions stated by

Mr. Ralph Smith as being reflected in Commission Decision No. 71410:

a. The project cost of $1 .587 million is significant and substantial and represents

5.6% of Sun City's rate base. .

20 b. This project is revenue neutral.

21

22

23

A.

c. This project was prudent and necessary to provide adequate water supply to our

customers during the summer peak demand period in 2009, and reflected

appropriate, efficient, effective, and timely decision-making.
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Q- ARE YOU FAMILIAR WITH STAFF'S RECOMMENDATIONS CONCERNING

THE VERRADO WASTEWATER TREATMENT PLANT EXPANSION

PROJECT?

1

2

3

4 Yes.

5

6

7

8

9

DO YOU CONCUR WITH STAFF'S RECOMMENDATIONS CONCERNING

THAT PROJECT?

I accept Staffs judgment on this project. However, I would like to state that the second

clarifier for this plant was installed to provide reliable wastewater treatment capability,

should the initial clarifier be out of service for maintenance or repairs.

DOES THIS CONCLUDE YOUR TESTIMONY?10

11 Yes.

12

13

14

15

16

17

18

19

20

A.

A.

A.
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EXECUTIVE SUMMARY1

2
3
4

Sandra L. Murray testifies as follows

RATE BASE

7 Common Rate-Base Adjustments

I sponsor these adjustments that appear on Schedule B-2, Original Cost Rate Base Pro Forma
Schedule:

Adjustment SLM-1 adjusts for Accumulated Depreciation for (Over)/Under Depreciation from
the last case to the end of the test year in this case

Adjustment SLM-2 allocates the Common, or Corporate, Plant and Accumulated Depreciation to
each of the districts based on the 4 Factor Allocations for 2008.

Adjustment SLM-7 removes the Deferred Debits that are not afforded rate treatment.

Adjustment SLM-8 decreases the Contributions in Aid of Construction balance for dollars
associated with developer-funded projects that are still in Construction Work in Progress
("CWIP") and not included in rate base.

SPONSORED SCHEDULES.

Ms. Murray sponsors the following schedules for each district in the case:

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
4
5

26
27
28
29

30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
0

Schedule E-l - Comparative Balance Sheets
Schedule E-5 - Detail of Plant in Service

r
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I

2 Q

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS. AND TELEPHONE

NUMBER

4 A My name is Sandra L. Murray. My business address is 19820 N. 718 Street, Suite 201

Phoenix, AZ 85024, and my business phone is 623-445-2490

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?6

7 A I am employed by Arizona-American Water Company ("Arizona-American" or "the

Company") as a Rate Analyst

9

10

11

Q. PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR THE

COMPANY.

My primary responsibility is to prepare regulatory filings for Arizona-American.

12

13

14

15

16

17

18

19

20

21

22

23

Q. PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATION.

A.

A.

I joined Arizona-American in 2007 as a Regional Capital Compliance Analyst and was

promoted to my current position in December of 2008. I have 18 years of experience

working in the public utility industry, most of that time being employed with Wisconsin

Electric Power Company ("WEPCo"). My responsibilities included financial reporting,

pension analysis, unbilled revenue calculation, accounts payable and power marketing

settlements. I progressed to Project Manager in the Federal Regulatory, Affairs and

Policy Group where my responsibilities included monitoring WEPCo's tariffs to assure

compliance with all federal/state decisions and rulings, tracking industry changes to

determine company impact, as well as interactions with FERC, NERC, NAESB, and

NARUC to assure WEPCo's position was fairly represented.
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1

2

3

I have a Bachelor of Business Administration degree with a double major in Accounting

and Real Estate from the University of Wisconsin -- Milwaukee. I am a certified public

accountant, licensed in the state of Wisconsin.

4

5

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

No. I have not previously testified before this Commission.

II SCOPE AND PURPOSE OF TESTIMONY

WHAT IS THE SCOPE AND PURPOSE OF YOUR TESTIMONY?

6

7

8

Q.

The scope and purpose of my testimony are set forth in my Executive Summary.

III9

10

11

Q.

RATE BASE (ALL DISTRICTS)

PLEASE DESCRIBE THE RATE BASE ADJUSTMENTS SET FORTH ON

SCHEDULE B-2 THAT YOU SPONSOR IN THIS CASE.

12

13

14

15

16

17

18

19

20

21

22

23

A.

A.

A.

The first two adjustments I am sponsoring are Adjustment SLM-1 and Adjustment SLM-

2. Adjustment SLM-1 adjusts Accumulated Depreciation for (Over)/Under Collections

from comparing the books to a calculated depreciation expense each month, added to the

allowed Accumulated Depreciation from the prior Order for each district. Adjustment

SLM-2 allocates the Corporate district's Plant in Service and Accumulated Depreciation

to each of the districts based on the 4 Factor Allocation. We use the number of General

Metered Customers as a percent of total to allocate the Corporate Plant and Accumulated

Depreciation.
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Q- WHAT IS THE MAGNITUDE OF EACH OF THESE ADJUSTMENTS, SLM-1

AND SLM-2, BY DISTRICT?

1

2

3

4

Table 1 sets forth the Company's requested adjustments.

Districts
Anthem Water
Sun City Water
Anthem / Agua Fria Wastewater
Sun City Wastewater
Sun City West Wastewater
Total

Table 1 - Common Rate Base Adjustments by District

SLM-1 A/D
$ (131,572)
$ (159,417)
$ (67,019)
$ 79,536
$ 27,624)
s (306,096)

SLM-2 Corp Allocn
$ (26,237)
$ (69,407)
$ (38,246)
S (66,471)
$ (45,297)
s (245,658)

Q- WHAT ARE THE NEXT RATE BASE ADJUSTMENTS THAT YOU ARE

SPONSORING?

5

6

7

8

10

11

12

13

14

15

16

17

18

19

A. Adjustment SLM-7 removes Deferred Debits that are not eligible for inclusion in Rate

Base. The test year value shown on line 24 of Schedule B-2 reflects the total of all

deferred debit balances at the end of the test year for each district plus an allocation of the

Corporate deferred debits reflected on the trial balance. This adjustment removes items

that are not typically included in rate base.

Adjustment SLM-8 decreases the Contributions in Aid of Construction ("CIAC") balance

associated with developer-funded projects that are still in CWIP at the end of the test

year. Since these projects were not transferred from CWIP to Utility Plant in Service

prior to December 31, 2008, they are not included in the Company's requested Rate Base,

and accordingly, the contributions associated with these developer-funded projects should

not be reflected as a reduction to the Company's Rate Base.

20

A.

z
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1 Q PLEASE SUMMARIZE THE COMPANY'S PROPOSED ADJUSTMENTS TO

REMOVE DEFERRED DEBITS AND CONTRIBUTIONS IN AID OF

CONSTRUCTION ASSOCIATED WITH DEVELOPER-FUNDED CWIP FROM

RATE BASE FOR THE TEST YEAR?

Table 2 sets forth the Colnpany's proposed adjustments for Deferred Debits and CIACs

Table 2 - Adjustments to Rate Base for Reduction of Deferred Debits and CIACs

Districts
Anthem Water
Sun City Water
Anthem / Agua Fria Wastewater
Sun City Wastewater
Sun City West Wastewater
Total

Deferred Debits
s (5,589,443)
$ (1,869,209)
$ (1,222,571)
$ (1,797,743)
$ (4,006,472)
S (14,485,438)

Contributions
$ 30,271
$ 38,991
$ 65,490
s 3,743
$ 0
$ 138.495

9

10

IV

Q

COMPARATIVE STATEMENTS (ALL DISTRICTS)

ARE YOU SPONSORING SOME OF THE E SCHEDULES?

Yes. I am sponsoring Schedule E-1, the Comparative Balance Sheet schedule for each

district. and Schedule E-5. the Detail of Plant in Service schedule for each district

13 Q PLEASE DESCRIBE SCHEDULE E-1. THE COMPARATIVE BALANCE

SHEET SCHEDULE?

Schedule E-1 consists of 2 pages. The Total Company Balance, Page 1 of Schedule E- 1

displays Arizona-American's year end balances for the years 2006,2007, and 2008

consistent with the Company's Trial Balance. Page 2 displays the same information

contained on Page l but on a district-level basis. The Corporate Division is allocated to

each district's trial balance based on each district's number of customers as a percentage

of the total Arizona-American number of customers
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2

3

4

Q- PLEASE DISCUSS HOW SCHEDULE E-5 WAS PREPARED?

Schedule E-5 provides a detail of plant in service by NARUC subaccount. The district

balances as well as that district's allocation of Corporate Division's plant is displayed.

The first section displays district plant balances at December 31 , 2007 and December 31,

2008 which are broken out by subaccount. The net change in plant from 2007 to 2008 is

presented in the column labeled Additions, Retirements and Reclassifications. The lower

section of the schedule shows similar detail of plant in service for the Corporate Division.

The district is then assigned a portion of the Corporate Division's plant via an allocation

factor based on number of customers per district. The ending balances on this schedule

consist of the district's total and that district's corresponding common plant allocation.

Q~ DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

5

6

7

8

9

10

11

12

3 A.

A.

Yes.
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1

2 EXECUTIVE SUMMARY

Sandra L. Murrey responds to Staff and RUCO testimony concerning certain rate base issues.3

4

5

6

7

8

RATE BASE .- UTILITY PLANT IN SERVICE & ACCUMULATED DEPRECIATION

9
10

11

A. ANTHEM WATER

The Company accepts Staffs' transfer of plant $22,289 between NARUC accounts.

B. SUN CITY WATER

The Company accepts Staff' s downward adjustment of $149,497 for the Youngtown Plant and
$22,008 of accumulated depreciation.

c. ANTHEM/AGUA FRIA WASTEWATER

12
13

The Company accepts Staff s revision for the downward adjustment of $1,838,637 for the
Verrado Wastewater Plant.

14

15
16
17

18

The Company accepts Staff s transfer of generator costs of $487,000 between NARUC accounts.

The Company accepts RUCO's inclusion of the retirement of 2 - 75 hp pumps at the Verrado
Wastewater Treatment Facility for a downward adjustment of $52,636 offset by identical
accumulated depreciation.

D. SUN CITY WASTEWATER

19
20

1

The Company accepts Staff' s transfer of force main study for Sun City West Wastewater for a
downward adjustment of $12,242. Please see offsetting adjustment in Sun City West
Wastewater.

22

23
24

SUN CITY WEST WATER DISTRICT

The Company accepts Staff" s transfer of force main study for Sun City Wastewater for an
upward adjustment of $12,242. Please see offsetting adjustment in Sun City Wastewater.

RATE BASE .. CONTRIBUTIONS ASSOCIATED WITH CWIP

The Company accepts RUCO's and Staff' s adjustments for all districts as immaterial.

25

26

27

28

29 OTHER

30
31

The Company notes that no party disagreed with the Company's proposed Tolleson Rate
Component costs for Sun City Wastewater District.

E.
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1

2

3

4

Q.

A. My name is Sandra L. Murrey. My business address is 2355 W. Pinnacle Peak Rd., Suite

300, Phoenix, Arizona 85027, and my telephone number is 623-445-2490.

I INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, ADDRESS, AND TELEPHONE NUMBER.

ARE YOU THE SAME SANDRA L. MURREY WHO PREVIOUSLY

SUBMITTED DIRECT TESTIMONY IN THIS DOCKET?

5

6

7 Yes.

8

9

10

11

12

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

On behalf of the Company, I accept a number of the recommendations inStaff and

RUCO testimony concerning various rate base issues. Please note that the rebuttal

testimony of Company witness Ms. Linda J. Gutowski also addresses other rate base

issues not covered in my rebuttal testimony.

$13
14

15

16

17

18

I I RATE BASE .- UTILITY PLANT IN SERVICE

A. ANTHEM WATER DISTRICT

STAFF RATE BASE ADJUSTMENT NO. 1 RECOMMENDS A TRANSFER OF

$22,289 FROM ACCOUNT 304300 TO 320100, AS SHOWN ON ANTHEM

WATER SCHEDULES GWB-4 AND GWB-5. DOES THE COMPANY ACCEPT

THIS ADJUSTMENT?

19

20

21

22

Yes, this declass was resolved during discovery. This amount is for chemical feed and

water quality monitoring equipment that will be reclassified to account 320100 - Water

Treatment Equipment Non-Media. Company adjustment, SLM-lR, is shown on

Schedule B-2 Rebuttal for the Anthem Water District.

23

24

A.

Q.

A.

A.
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1

2

3

4

5

6

7

8

9

10

11

Q-

B. SUN CITY WATER DISTRICT

STAFF RATE BASE ADJUSTMENT no. 1 RECCMMENDS A DECREASE OF

$149,497 FOR COSTS RELATING TO THE YOUNGTOWN PLANT, AS SHOWN

ON SUN CITY WATER SCHEDULES GWB-4 AND GWB-5. DOES THE

COMPANY ACCEPT THIS ADJUSTMENT?

Yes, Company adjustment, SLM-lR, is shown on Schedule B-2 Rebuttal for the Sun City

Water District. This unspecified plant item was included on the Company's work papers

in this case as a Staff reconciling item from the previous case. (Please see confonning

adjustment for accumulated depreciation.) The reason the Company again included it in

its original application is that Staff' s earlier adjustment did not identify specific plant.

The Company may further research and support this amount in a future rate case.
9

12

13

15

16

17

18

19

20

21

22

23

24

25

26

Q.

c . ANTHEM/AGUA FRIA WASTEWATER DTSTRICT

STAFF RATE BASE ADJUSTMENT NO. 2 RECOMMENDS AN ADJUSTMENT

OF ($1,838,637) FOR COSTS RELATING TO THE VERRADO WWTF, AS

SHOWN ON ANTHEM/AGUA FRIA WASTEWATER SCHEDULES GTM-4

AND GTM-6. DOES THE COMPANY ACCEPT THIS ADJUSTMENT?

A.

A.

Yes, Company adjustment, SLM-lR, is shown on Schedule B-2 Rebuttal for the

Anthem/Agua Fria Wastewater District. The Company accepts this adjustment as a

reasonable outcome in this case. Staff witness Ms. Dorothy Hains stated that this

adjustment is due to her finding of excess Verrado WWTF plant capacity that.should be

excluded from rate base as it is not used at this time. I request that the Commission in its

decision in this case conclude that this determination is temporary and also find that it is

appropriate to include the amount of $1 ,838,637 in Property Held for Future Use

(Account # 103000). The disallowance is temporary until a future rate case finds the

disallowed portion of the plant is used by customers. Please note that Anthem/Agua Fria

Wastewater district Schedule B-2, Adjustment LJG-5 reduces rate base $1 ,415,610 fora
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1

2

3

Moure payment (expected April 2011) from Pulte for Tesoto Hills for the Verrado

TP. For Mother information on the Verrado WWTF, please refer to the Direct

testimony of Mr. Joseph Gross who provided the engineering background on this project.

4

5

6

7

8

9

10

11

STAFF RATE BASE ADJUSTMENT no. 7 RECOMMENDS A TRANSFER OF

$487,000 FROM ACCOUNT 354400 TO 355500 FOR A POWER GENERATOR,

AS SHOWN ON ANTHEM/AGUA FRIA WASTEWATER SCHEDULES GTM-4

AND GTM-9C. DOES THE COMPANY ACCEPT THIS ADJUSTMENT?

Yes, this declass was resolved during discovery. The Company will transfer the costs of

the generator to account 355500 .- WW Power Gen Equip RWTP. Company adjustment,

SLM-3R, is shown on Schedule B-2 Rebuttal for the Anthem/Agua Fria Wastewater

District.

12

14

15

16

17

18

RUCO RATE BASE ADJUSTMENT no. B-2 RECOMMENDS A DECREASE IN

PLANT OF $52,636 FOR THE RETIREMENT OF TWO EFFLUENT PUMPS, AS

SHOWN ON RUCO'S SCHEDULE B.1 (AAF), DOES THE COMPANY ACCEPT

THIS ADJUSTMENT?

Yes, this was resolved in discovery. Company adjustment, SLM-4R, is shown on

Schedule B-2 Rebuttal for the Anthem/ Asia Fria Wastewater District. Please note the

corresponding accumulated depreciation adjustment in the section below.

19

20

21

22

23

24

25

D. SUN CITY WASTEWATER DISTRICT

STAFF RATE BASE ADJUSTMENT no. 1 WOULD DECREASE PLANT BY

$12,242 FOR PLANNING STUDY COSTS AS SHOWN ON SUN CITY

WASTEWATER SCHEDULES GTM-4 AND GTM-5. DOES THE COMPANY

A.

A.

A.

AGREE?

Yes. The comprehensive planning study was performed for the Sun City West

Wastewater District and should be transferred to that district. Company adjustment,

1
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1

2

SLM-lR, is shown on Schedule B-2 Rebuttal for the Sun City Wastewater District.

Please note the offsetting adjustment in Sun City West Wastewater.

E. SUN CITY WEST WASTEWATER DISTRICT

STAFF RATE BASE ADJUSTMENT NO. 4 WOULD INCREASE PLANT BY

$12,242 FOR PLANNING STUDY COST AS SHOWN ON SUN CITY WEST

WASTEWATER SCHEDULES GTM-4 AND GTM-5. DOES THE COMPANY

3

4

5

6

7

8

9

10

A.

AGREE?

Yes. Company adjustment, SLM-IR, is shown on Schedule B-2 Rebuttal for the Sun

City West Wastewater District. Please note the offsetting adjustment in Sun City

Wastewater.

11

12

14

15

16

17

18

19

20

III RATE BASE .- ACCUMULATED DEPRECIATION

A. SUN CITY WATER DISTRICT

STAFF RATE BASE ADJUSTMENT NO. 1 RECCOMENDS A DECREASE TO

ACCUMULATED DEPRECIATION IN THE AMOUNT OF $22,008 RELATING

TO THE YOUNGTOWN PLANT, AS SHOWN ON SUN CITY WATER

SCHEDULES GWB-4 AND GWB-5. DOES THE COMPANY ACCEPT THIS

ADJUSTMENT?

Yes, this was addressed above in the section on plant. Company adjustment, SLM-lR, is

shown on Schedule B-2 Rebuttal for the Sun City Water District and adjusts for both the

plant and accumulated depreciation for Youngtown.

21

22

23

24

25

A.

Q.

B. ANTHEM/AGUA FRIA WASTEWATER DISTRICT

RUCO RATE BASE ADJUSTMENT NO. B-2 RECOMMENDS A DECREASE IN

ACCUMULATED DEPRECIATION OF $52,636 FOR THE RETIREMENT OF

TWO EFFLUENT PUMPS, AS SHOWN ON RUCO'S SCHEDULE B (AAF).

DOES THE COMPANY ACCEPT THIS ADJUSTMENT?
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1

2

3

4

A. Yes. Please note corresponding utility plant in service adjustment in the section above.

Company adjustment, SLM-4R, is shown on Schedule B-2 Rebuttal for the Anthem

Agua/Fria Wastewater District and adjusts for both the plant and accumulated

depreciation associated with the pumps.

5 IV RATE BASE -- CONTRIBUTIONS ASSOCIATED WITH CWIP

6 A. ANTHEM WATER DISTRICT

"\

7

8

9

RUCO (Adjustment No. B-3) AND STAFF (Adjustment No. 4) RATE BASE

ADJUSTMENTS RECOMMEND AN ADJUSTMENT OF $30,271 FROM

CONTRIBUTIONS. DOES THE COMPANY ACCEPT THIS ADJUSTMENT?

10

11

12

13

14

15

16

17

18

19

20

Yes. The Company accepts their adjustments in this case because the amounts are

immaterial and the Company has improved its accounting for developer projects to

eliminate this inconsistency in the future. In the priorcase,CIAC associated with CWIP

was very material and the Company did not prevail on this topic after extensive

discussion in the case. As explained in that case, the Company recorded CIAC on

developer projects at the time of operational acceptance, but the plant remained in CWIP

a few months longer until final acceptance of the developer project. The Company has

since improved its developer accounting policies and has eliminated the internal practice

of operational acceptance and, since 2009, only has the category of final acceptance of

developer projects. Company adjustment, SLM-ZR, is shown on Schedule B-2 Rebuttal

for the Anthem Water District,

21

22

B. SUN CITY WATER DISTRICT

23

24

Q.

A.

Q.

RUCO (Adjustment No. B-3) AND STAFF (Adjustment No. 4) RATE BASE

ADJUSTMENTS RECOMMEND AN ADJUSTMENT OF $38,991 FROM

CONTRIBUTIONS. DOES THE COMPANY ACCEPT THIS ADJUSTMENT?
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1

2

3

A. Yes. Please see response to Anthem Water District for Company's position on this

adjustment category. Company adjustment, SLM-2R, is shown on Schedule B-2 Rebuttal

for the Sun City Water District.

4

5

6

7

c. ANTHEM/AGUA FRIA WASTEWATER DISTRICT

RUCO RATE BASE ADJUSTMENT no. B-3 RECOMMENDS AN

ADJUSTMENT OF $65,490 FROM CONTRIBUTIONS. DOES THE COMPANY

ACCEPT THIS ADJUSTMENT?

8

9

10

11

12

14

Yes, the Company accepts RUCO's adjustment. Please see the response to Anthem

Water District for Company's position on this adjustment category. Also, note thatStaff

made an adjustment for this category as well, however, in the amount of $988,900 .-.

which we believe to be in error as it does not match our books. The Company has

requested iiurther detail from Staff in discovery but at this time Company can not validate

Staff" s amount and, therefore, rejects Staffs adjustment. Company adjustment, SLM-ZR,

is shown on Schedule B-2 Rebuttal for the Anthem/Agua Fria Wastewater District.

15

16 ~Q.

17

18

D. SUN CITY WASTEWATER DISTRICT

RUCO RATE BASE ADJUSTMENT no. B-3 RECOMMENDS AN

ADJUSTMENT OF $3,743 FROM CONTRIBUTIONS. DOES THE COMPANY

ACCEPT THIS ADJUSTMENT?

19

20

21

22

23

A.

A.

Q.

Yes, the Company accepts RUCO's adjustment. Please see the response to Anthem

Water District for Company's position on this adjustment category. Also, note that Staff

made an adjustment for this category as well, however, in the amount of $6,593 - which

we believe to be in error as it does not match our books. The Company has requested

further detail from Staff in discovery but at this time Company can not validate Staffs
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1

2

amount and therefore rejects Staff"s adjustment. Company adjustment, SLM-ZR, is

shown on Schedule B-2 Rebuttal for the Sun City Wastewater District

3

4

5

6

7

8

V

Q-

OTHER

THE DIRECT TESTIMONY OF ms. SHERYL L. HUBBARD SUPPORTS

ADJUSTMENT SLH-7 - ANNUALIZE WATER DISPOSAL EXPENSE. THIS

PRO FORMA ADJUSTMENT ADDRESSES COSTS CONTRACTED WITH THE

CITY OF TOLLESON. DID THE PARTIES MAKE ANY REVISIONS TO THE

TOLLESON RELATED COSTS OR ITS RATE COMPONENTS?

9

10

11

No, the parties did not. The Company maintains its original pro forma adjustment

amount and highlights the other parties' silence on this topic as implying their agreement

with the Company on this important contract for Sun City Wastewater District.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?

A.

A.

Yes.
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1

2
3
4
5

EXECUTIVE SUMMARY

Linda J. Gutowski responds to Staff and RUCO testimony concerning certain rate-base issues
and then discusses revenue, some operating and maintenance expenses, depreciation expense,
and confonning changes for Property Taxes, Interest Synchronization, and Income Taxes.

6
7
8

RATE BASE - UTILITY PLANT IN SERVICE
The Company rejects RUCO's position to not include Well 5.1 in the Sun City Water District in
rate.

9
10
11

The Company accepts Staff s revision to the allocation of the North West Valley Treatment
Plant ("NWVTP") from 32% down to 28% for Anthem / Agua Fria Wastewater District and
from 68% up to 72% for Sun City West Wastewater District.

12 RATE BASE .- CASH WORKING CAPITAL

The Company accepts Staff' s adjustment to leave out Chemical Expense for a downward
adjustment for the combined districts of $71,339. The Company accepts Staffs adjustment to
remove Bad Debt Expense from Customer Accounting Expense for a downward adjustment for
the combined districts of $26,048.

13
14
15
16
17
18
19
20
21
22

After accepting some Staff adjustments, the Company corrects the payment lag for Management
Fees firm 14.77 days to a lead of 11 .25 days.

The Company rejects RUCO's Cash Working Capital positions.

23
24
25
26

RATE BASE - DEFERRED INCOME TAXES

The Company accepts Staffs downward adjustment for the combined districts of $173,965 to
agree with audited financials.

27
28
29

REVENUE

The Company makes several very minor adjustments due to errors found in linking files.

30
31

OPERATING EXPENSES _CUSTOMER ACCOUNTING

32
33
34

The Company accepts Staffs reduction to Bad Debt Expense but changes the amount to a
decrease of $3,827 for the combined districts by comparing Net Charge Offs in the test year to
Staffs revised Net Charge offs.

OPERATING EXPENSE -. MISCELLANEOUS - WATER TESTING35
36
37
38

The Company accepts Staff" s adjustments for Water Testing Expenses.

39
40

OPERATING EXPENSE --MAINTENANCE _ TANK MAINTENANCE

The Company rejects RUCO's disallowance of a Tank Maintenance Reserve.
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OPERATING EXPENSE - DEPRECIATION1

2
3
4
5
6

The Company disagrees with Staff for the Corporate Division depreciation rates. New
Corporate Division depreciation rates were effective December 1, 2009 as per Decision No.
71410.

\
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1

2

3

4

5

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, ADDRESS, AND TELEPHONE NUMBER.

My name is Linda J. Gutowski. My business address is 2355 W. Pinnacle Peak Road,

Suite 300, Phoenix, AZ 85027, and my telephone number is 623-445-2496.

6

7

8

ARE YOU THE SAME LINDA J. GUTOWSKI WHO PREVIOUSLY

SUBMITTED DIRECT TESTIMONY IN THIS DOCKET ON JULY 2, 2009?

Yes.

9

10

11

12

113
14

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

I will respond to Staff and RUCO testimony concerning adjustments to the Company's

proposed rate-base. Please note that I have organized my rebuttal testimony to address

each of the rate base topics separately by district (Sections II-V). Then, I discuss revenue

(Section VI), a few selected operations expenses (Sections VII-IX), and depreciation

expense (Section X).

15

16

17

18

19

11. RATE BASE - UTILITY PLANT IN SERVICE

A. ANTHEM WATER DISTRICT

DO THE PARTIES AGREE ON ANTHEM WATER'S RATE BASE?

Yes. Staff, RUCO, and the Company all agree on the value of Anthem Water District's

Utility Plant in Service at $90,684,602.

20

21

22

23

24

B. SUN CITY WATER DISTRICT

ARE THERE ANY PLANT-IN-SERVICE ISSUES FOR THE SUN CITY WATER

DISTRICT?

A.

A.

Q.

A.

A.

A.

Yes. There are two issues addressed in the rebuttal testimony of Company witnesses, Mr.

Broderick, Mr. Gross and Ms. Murrey. Ms. Murrey discusses Staffs removal of
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2

$149,498 from Plant in Service for the value of "Youngtown Plant". Mr. Broderick and

Mr. Gross discuss RUCO's recommendation to disallow Well 5.1 in Sun City Water

district.3

4 Q-

5

WHAT IS THE REQUEST STAFF'S MR. BECKER MAKES ON PAGE 38 OF

HIS DIRECT TESTIMONY?

6

7

8

9

10

11

14

Mr. Becker asks that the Company address the addition of Plant 9 and Wells 9.2 and 9.3

in the Tierra Del Rio section of Sun City Water. At December 2008, a Journal Entry put

the plant on the books since it went operational that month. For Plant 9, plant accounts

304100-Structures & Improvements-Source of Supply and 3 l 1200-Pump Equipment

Electric were each debited for $3,038,258.32 and an off-setting entry was made to

Contributions for $6,076,516.60. For Well 9.2, plant account 307000-Wells & Springs

was debited for $1 ,303,213.11 and an off-setting entry was made to Contributions for the

same amount. For Well 9.3, plant account 307000-Wells & Springs was debited for

$1 ,409,416.57 with an off-setting entry to Contributions for the same amount.

15 Q- WERE THERE ADDITIONAL COSTS RECORDED AFTER DECEMBER 31,

16

17

18

19

20

21

22

23

24

12

113

25

A.

A.

2008? A

Yes. The costs for Company-related labor, overheads, and expenses for Materials and

Supplies have been included. Since the additional costs are all Company-related there is

not a corresponding entry to contributions. The engineering "As Built" which

summarizes the accounting by NARUC plant account number (300 accounts) has been

completed. The journal entry that was recorded in December 2008 was an estimate of the

charges to the individual account numbers. The "As Built" adjusts the estimate recorded

to actual and is the final distribution of all charges to a project work order. l am

attaching Rebuttal Exhibit LJG-IR which details the segregation of the final costs to the

300 accounts. The difference between the estimate and actual for Plant 9 is an additional
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1

2

3

$256,402. For Well 9.2 the final distribution adds $87,106 and for Well 9.3 results in

additional costs of $22,070. These additions have not been included in the Company's

rebuttal schedules.

4

5

6

WHAT IS THE VALUE OF SUN CITY WATER DISTRICT'S UTILITY PLANT

IN SERVICE?

The Company's rebuttal amount is $63,466,921 .

7

8

9

10

11

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

HAVE YOU REVIEWED STAFF'S ADJUSTMENT GTM-4 RELATING TO THE

ALLOCATION OF THE NORTHWEST VALLEY TREATMENT PLANT

("NWVTP") TO ANTHEM / AGUA FRIA WASTEWATER DISTRICT?

Yes, I have.

13

14

15

16

17

18

19

20

21

WHAT IS THE COMPANY'S RESPONSE T() STAFF'S RECOMMENDATION

TO REVISE THE ALLOCATION OF THIS PLANT BETWEEN ANTHEM /

AGUA FRIA WASTEWATER DISTRICT AND SUN CITY WEST

WASTEWATER DISTRICT?

The Company accepts Staff' s proposed allocation of the NWVTP reflected in adjustment

GTM-4 NWVTF ADJ #l. This adjustment changes the capital allocation between

Anthem / Agua Fria Wastewater and Sun City West Wastewater by decreasing the

Anthem / Agua Fria Wastewater district's allocation percentage of plant from 32% to

28%. The effect of Staffs adjustment accepted by the Company is a decrease to Utility

Plant in Service of$l,039,823 .

22

23

A.

A.

A.

WHAT IS THE REVISED ANTHEM / AGUA FRIA WASTEWATER UTILITY

PLANT IN SERVICE?
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1

2

The Anthem / Asia Fria Wastewater district's Utility Plant in Service incorporating all

adjustments is S128,430,090.

3

4

5

6

7

D. SUN CITY WEST WASTEWATER DISTRICT

HAVE YOU REVIEWED STAFF'S ADJUSTMENT GTM-4 RELATING TO THE

ALLOCATION OF THE NORTHWEST VALLEY TREATMENT PLANT

("NWVTP") TO SUN CITY WEST WASTEWATER DISTRICT?

Yes, I have.

8

9

10

11

12

13

14

15

16

17

WHAT IS THE COMPANY'S RESPONSE TO STAFF'S RECOMMENDATION

TO REVISE THE ALLOCATION OF THIS PLANT BETWEEN SUN CITY

WEST WASTEWATER DISTRICT AND ANTHEM / AGUA FRIA

WASTEWATER DISTRICT?

As discussed above, the Company accepts Staff's proposed allocation of theNWVTP

reflected in adjustment GTM-4 ADJ #1 for the Anthem / Agua Fria Wastewater district

and Sun City West Wastewater district. Rate Base Adjustment LJG-lR reflects this

reallocation of the NWVTP which increases the allocation percentage to Sun City West

Wastewater District from 68% to 72%. This effect of the change is an increase of

$1,039,823 to Utility Plant in Service.

18

19

20

21

22

23

WHAT IS THE COMPANY'S REVISED UTILITY PLANT IN SERVICE FOR

SUN CITY WEST WASTEWATER?

A.

A.

A.

Q.

A.

Q.

The Company's revised Utility Plant in Service for the Sun City West Wastewater district

incorporating the Rate Base adjustment LJG-1 R and an adjustment proposed by Ms.

Sandra Murrey is $36,983,761 .
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2 Q

E. SUN CITY WASTEWATER DISTRICT

DO YOU HAVE ANY CHANGES TO SUN CITY WASTEWATER DISTRICT

UTILITY PLANT IN SERVICE?

No, however, Company witness Ms. Sandra Murrey is proposing an adjustment. The

Company's revised Utility Plant in Service for the Sun City Wastewater district is

$24,457,095 which agrees with Staffs recommendation shown on Staff Schedule GTM

8

9

10

111.

Q

RATE BASE .- ACCUMULATED DEPRECIATION

A. ANTHEM WATER DISTRICT

DOES ACCUMULATED DEPRECIATION IN THE ANTHEM WATER

DISTRICT NEED ANY ADJUSTMENT?

No. All parties agree on $12,789,099

14 Q

B. SUN CITY WATER DISTRICT

WHAT ADJUSTMENT DID STAFF MAKE TO THE ACCUMULATAED

DEPRECIATION RESERVE FOR SUN CITY WATER DISTRICT?

Ms. Murrey will discuss Mr. Becker's GWB-5 Rate Base Adjustment #1 which decreases

the accumulated depreciation by $22,008 related to the Youngtown Plant

18 Q WHAT ABOUT RUCO'S DOWNWARD ADJUSTMENT OF $463,964 TO NOT

RETIRE WELL 5.1?

The Company disagrees with RUCO's adjustment on Schedule B (SC) in RCS-2 as it

reverses the retirement of Well 5.1 and is related to RUCO's adjustment to exclude the

post test year replacement of Well 5.1 from rate base. The old Well 5.1 was taken out of

service and the new Well 5.1 was built on the same site. This adjustment should be

rejected
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1

2

3

4

WHAT IS THE TOTAL SUN CITY WATER DISTRICT'S ACCUMULATED

DEPRECIATION?

The total accumulated depreciation for Sun City Water district is $18,951 ,889 which

agrees with the Staff" s recommended value.

5

6

7

8

9

10

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT ADJUSTMENTS ARE YOU ACCEPTING FOR ANTHEM / AGUA FRIA

WASTEWATER DISTRICT?

Rate Base Adjustment LJG-4R accepts Staffs downward adjustment of $630,244 for the

decrease in the NWVTP percentage for Arlthem / Agua Fria, from 32% to 28%

summarized on Staffs GTM-4, Adjustment #6.

11

12

13

WHAT IS THE REVISED ANTHEM / AGUA FRIA WASTEWATER DISTRICT

ACCUMULATED DEPRECIATION?

The revised total is $22,l54,486, including LJG-4R and Sandra Murrey's adjustments.

14

15

16

17

18

19

20

21

Q.

D. SUN CITY WEST WASTEWATER DISTRICT

HAS ARIZONA-AMERICAN MADE ANY ADJUSTMENTS TO

ACCUMULATED DEPRECIATION FOR SUN CITY WEST WASTEWATER

DISTRICT?

Yes. LJG-4R makes the conforming change to Accumulated Depreciation shown on

GTM-4.Adjustment #5 for the change in the capital allocation percentage for the

NWVTP. The allocation percentage increased from 68% to 72% under Staffs proposal

and results in an adjustment that increases accumulated depreciation by $630,244.

22

23

24

WHAT IS THE TOTAL ACCUMULATED DEPRECIATION FOR SUN CITY

WEST WASTEWATER DISTRICT?

A.

A.

A.

A.

A.

Q.

The total is $19,813,983, which agrees to Staff
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1

2

3

4

5

E. SUN CITY WASTEWATER DISTRICT

DOES ACCUMULATED DEPRECIATION IN THE SUN CITY WASTEWATER

DISTRICT NEED ANY ADJUSTMENT?

No. All parties agree on $10,761,769.

6

7

8

9

10

11

12

'13
14

15

16

17

18

Iv. RATE BASE ._ DEFERRED INCOME TAXES

A. ALL DISTRICTS

STAFF MAKES ADJUSTMENTS IN EACH DISTRICT TO DECREASE

DEFERRED INCOME TAXES FOR A TOTAL OF $173,965. DO YOU AGREE?

Yes. The Company agrees with theStaff Adjustments GWB-8 RB No. 3 for Anthem

Water district of a downward adjustment of $18,580 as accepted in LJG-ZR, GWB-6 RB

No. 2 for Sun City Water district of a downward adjustment of $49,151 as accepted in

LJG-IR, GTM-8 RB No. 4 for Anthem / Agua Fria Wastewater district of a downward

adjustment of $27,084 as accepted in LJG-3R, GTM-7 RB No. 3 for Sun City

Wastewater district of a downward adjustment of $47,073 as accepted in LJG-ZR, and

GTM-7 RB No. 3 for Sun City West Wastewater district of a downward adjustment of

$32,077 as accepted in LJG-3R. These adjustments are on each district's Schedule B-2

Rebuttal.

19

20

21

22

23

24

5

RATE BASE - CASH WORKING CAPITAL

A. ALL DISTRICTS

WHAT ADJUSTMENTS DID STAFF MAKE TO CASH WORKING CAPITAL?

A.

v.

A.

A.

Staff made 3 main adjustments in every district. First, Staff removed Chemical Expense

from the calculation of cash working capital. The Company agrees with this adjustment

as Chemical Inventory is included in the 13 month average of Materials and Supplies

Inventories in the calculation of the Working Capital Allowance on Schedule B-5.
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Next, Staff removed Bad Debt expense in every district. This results in an adjustment to

the expense lag days for Customer Accounting expense from 10.09 to 20.31. The

Company agrees with this adjustment for the expense side of the Cash Working Capital

calculation

9

10

11

Third, Staff adjusted the expenses in their cash working capital calculation to be

consistent with their recommendations for adjusted test year expense levels. RUCO

made the same adjustments to the Company's direct case to reflect their recommended

expense levels in their cash working capital calculation. The Company agrees with the

use of the recommended adjusted test year expense levels and used the same procedure in

our direct case and this rebuttal case presentation. We are making the confomiing

changes to Cash Working Capital that agrees to our rebuttal positions on expenses.

12

13

14

WHAT FURTHER ADJUSTMENTS DID RUC() MAKE TO CASH WCRKING

CAPITAL?

15

16

17

18

19

20

21

22

23

24

25

A. First, RUCO suggested that the Collection Lag portion of the Revenue Lag be changed

from actual to a theoretical 20 days and that the Revenue Lag should be a theoretical 39

days as that is what it is for other electric and gas utilities. The Company disagrees. The

Commission has accepted the Company's calculation of Revenue Lag in several prior

rate cases without question. In our most recent case, in which 7 other Arizona-American

water and wastewater districts were examined, the calculation of the Revenue Lag

resulted in a range from 46 to 50 days and a Collection Lag of 28.3 days. As shown on

the work papers submitted in this case and in response to a RUCO data request seeking

billing and collection data for 2009, the number of charge offs for these 5 districts has

changed from 1,312 for 2006 to 1,446 for 2007 to 1,623 for 2008 to 1,830 for 2009. This

is almost a 40% increase during the 4 year period which is largely due to the economic

climate in Arizona. I do not believe that Arizona is through the foreclosure problem so I
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2

3

don't see the number of charge offs coming down. These charge offs have a definite

effect on the revenue the Company can collect to use for cash working capital. To reduce

the collection lag in the current situation would be wrong.

4 Q, HOW IS THE COMPANY'S COLLECTION LAG CALCULATED?

5

6

7

8

9

The Company's collection lag is calculated the same way it always has been. Accounts

Receivable Balances every day divided by 365 days to calculate Average Daily Accounts

Receivable. This is divided by the calculation of Average Daily Revenue equal to Total

Company Revenue divided by 365 days. This is the standard calculation and ours comes

to 26.1 Collection Lag Days.

10

11

12

13

14

15

The Company has a late payment charge of l-1/2% which takes at least some of the

burden of delinquency off the customers who pay in a timely fashion. But the late

payment penalty was never designed to be a money maker, or to compensate the

Company for the delayed receipt of revenue. To pretend that it replaces a substantial

portion of our cash working capital requirements serves only to understate the

Company's true cost of service.

16

17

Q- WHAT DOES RUCO SAY ABOUT THE COMPANY'S BILLING LAG DAYS?

18

19

20

21

Again, RUCO wishes to use someone else's Billing Lags. Our calculation is based on

looking at each route for each month in every district in the case. We use the actual

billing date minus the current read date to derive the Billing Lag days. To say that we

"ought" to have a lower billing lag because there are computers has no basis. The Billing

Lag the Company uses is calculated the same way it always has been - bill date minus

read date.22

23 Q- PLEASE TALK ABOUT YOUR REBUTTAL POSITION FOR LAG DAYS FOR

24

A.

A.

MANAGEMENT FEES.
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1 A

10

In date request number RUCO 2-75, RUCO requested information pertaining to the

payment of Management Fees. In responding to that data request, I discovered that the

majority of the payment was, in fact, in advance of the services to be used that month. In

addition, there is a monthly true-up that compares actual expenses for the prior month to

the payment (estimated) made the prior month. The time-up portion can be positive or

negative depending on the Advance from the beginning of the month and the actual as

billed for the month. Incorporating this new information provided in response to data

request number RUCO 2-75 in the cash working capital calculation changes the lag days

from 14.77 to lead days of l 1 .25 since the majority of the Service Company bill is paid in

Advance.

11 Q. WHY DO ALL THE OPERATING COMPANIES PAY THE SERVICE

COMPANY BILL IN ADVANCE?12

*13
14

15

16

17

18

19

20

21

22

23

24

25

A. All the operating companies signed a Service Company Agreement in 1989. Article IV.

BILLING PROCEDURES, Section 4.1 states "As soon as practicable after the last day of

each month, Service Company shall render a bill to Water Company for all amounts due

from Water Company for services and expenses for such monthplus an amount equal to

the estimatedcost of such services and expenses for the current month ... All amounts

so billed shall reflect the credit for payments made on the estimated portion of the prior

bill and shall be paid by Water Company within a reasonable time after receipt of the bill

therefore." (emphasis added) The Service Company has no water or sewer customers. It

is also anat cost affiliate. Therefore, implementation of the practical effect of Mr.

Smith's theoretical payment lag would decrease Arizona American's working capital and

increase the Service Company's cost of working capital. Those additional costs would

then be passed back through the Service Company bill to Arizona American in the font

of higher Service Company costs. Given the unique nature of the business relationship
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1 between Arizona American and the Service Company, the terns of the agreement are

reasonable.2

3

4

5

6

7

Q~ SHOULD THE ACTUAL PAYMENT METHOD BE USED IN THIS CASE?

Yes. It is Arizona American's actual lead days for payment of Management Fees, not a

theoretical number of days that matches our payment of electric bills, for instance. This

is the same kind of lead days used in the 2008 Working Capital calculation that was

approved as part of Decision 71410.

8

9

10

11

12

Q- HOW MUCH OF A CHANGE TO CASH WORKING CAPITAL DOES YOUR

CHANGE TO USING ACTUAL DAYS MAKE?

It adds $421,977 to the calculation. Multiplying that by 7.2% return and by 1.65 Gross

Revenue Conversion Factor equates to an increase of approximately $50,000 on Revenue

of$50,000,000, or 0.l%.

VI.13

14

15

16

17

18

19

20

21

Q-

OPERATING REVENUES

A. ANTHEM WATER DISTRICT

WHAT IS THE ONLY DIFFERENCE AMONG THE PARTIES FOR TEST

YEAR ADJUSTED REVENUES?

RUCO made an adjustment to the Anthem Water District for an electronic error in the

calculation of Customer Annualization. Links were broken and the Commercial class

Basic Service Charges is missing from my calculation. The Company accepts this

correction and will increase the Customer Annualization pro forma adjustment by $9,458

in Income Statement adjustment LJG-IR.

22

23

24

Q- DOES THIS AGREE TO THE RUCO ADJUSTMENT?

A.

A.

A.

A.

No. RUCO decreased the Customer Annualization pro fcirrna by $9,458 instead of

increasing the test year revenue by that amount.
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DO YOU HAVE SOME VERY MINOR ADJUSTMENTS TO MAKE TO OTHER

DISTRICTS?

1

2

3 Yes.

4

5

6

7

8

B. ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT MINOR ADJUSTMENT NEEDS TO BE MADE?

In Income Statement Adjustment LJG~4R for Schedule C-2 Rebuttal, Shave changed the

"Remove Billings for Other Districts" amount for a broken link. The change decreases

Test Year Revenue by $121 .

9

10

11

12

13

c . SUN CITY WASTEWATER DISTRICT

WHAT MINOR ADJUSTMENT NEEDS TO BE MADE?

In Income Statement Adjustment LJG-IR for Schedule C-2 Rebuttal, Shave changed the

Annualized Rate Increase Adjustments for Rate Schedule A2SlN from ($2,997.34) to

($3,642.70), a decrease to Test Year Revenue of $645.

14

15

16

17

18

19

VII. OPERATING EXPENSES - CUSTOMER ACCOUNTING

A. ALL DISTRICTS

HAS STAFF MADE A SIMILAR ADJUSTMENT TO BAD DEBT EXPENSE

WITHIN CUSTOMER ACCOUNTING EXPENSE IN EVERY DISTRICT?

Yes. They have taken Test Year Revenues times a 3 year average percentage of Net

Charge Offs of a percent of Revenue in each individual district.

20

21

22

23

.24

WHAT DID THE COMPANY DO?

A.

A.

Q.

A.

A.

A.

The Uncollectible Provision is applied to the Company as a whole. Because it goes into

the Corporate Uncollectible expense account, the charge offs go against it in the same

Corporate account, even though one can query the billing system to see the amount of net

charge offs in each district. This total Corporate Uncollectible expense is spread to the



District 4-Factor % Onglnal
Company
Amount

Revised
Pro Forma

Amount

Company
Adj #

Adjustment

Anthem W 9.36% $18,927 $33,904 LJG-3R $14,977
Sun City W 12.2% $24,670 $13,830 LJG-IR S10,840
A/AFWW 12.35% $24,974 $43,651 LJG-4R ($18,677
Sun City WW 7.54% $15,247 $7,558 LJG-3R $7,689
Sun City West WW 6.38% $12,901 $1,602 LJG-2R $11,299
Total $96,719 S100,546 $3,827

Arizona-American Water Company
Docket No. W-01303A-09-0343, et al.
Rebuttal Testimony of Linda J . Gutowski
Page 13 of21

1

2

3

districts in the case based on the 4-Factor allocation methodology. Therefore, the offset

to the provision as well as the actual charge offs are in a corporate account and are spread

to the districts using the 4-Factor allocation methodology.

4

5

6

7

8

9

10

Q- DO YOU ACCEPT THE METHOD STAFF USED TO DEVELGP A TEST YEAR

"NORMALIZED" BAD DEBT EXPENSE?

Yes, but Staff compared the 3 year average of net charge offs to the total expense of the

provision netted with the charge offs. This is comparing apples and oranges. If one

compared Staff s 3 year average to what was spread to the water and wastewater districts

in this proceeding using the 4-Factor for net charge offs only, the amounts would be as

follows.

11

12

This is the amount I make in various adjustments on Schedule C-2 Rebuttal rather than

accepting Staffs combined adjustment of ($259,309).

13

14

15

16

17

18

19

a m . OPERATING EXPENSES - MISCELLANEOUS .- WATER TESTING

A. ANTHEM WATER DISTRICT

WHAT IS THE AMOUNT THAT THE COMPANY, ACCOUNTING STAFF, AND

ENGINEERING STAFF HAVE AS THE PRO FORMA AMOUNT OF WATER

TESTING IN ANTHEM WATER?

Q-

A.

A.

We all agree on $4,469. Test Year Expense was $12,173 and the pro Ronna decrease is

$7,704. No adjustment is needed.
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Q.

B. SUN CITY WATER DISTRICT

WHAT IS THE AMOUNT FOR SUN CITY WATER DISTRICT FOR WATER

1

2

3

4

5

6

7

8

9

\

TESTING?

The Company requested a pro forma amount of $29,167 over the booked amount of

$15,865. In response to Staff Data Request, the Company revised their estimate to

$6,172. Staff Engineering determined the pro forma amount should be $7,479. Staff

Accounting on Schedule GWB-15, Adjustment #4 used $3,787 and subtracted the

Anthem Water booked amount of $12,173 in error for a downward pro forma adjustment

of $8,386.

10

11

12

113
14

15

IN YOUR OPINION, WHAT ARE THE CORRECT AMOUNTS FOR SUN CITY

WATER DISTRICT WATER TESTING EXPENSE?

The Company will accept Staffs revision to Data Request 12.1 as explained on Hairs'

Table 5, page 7 with a cost of $7,479. The Company pro forma amount as filed was

$29,167. A downward adjustment is needed in the amount of $21,688 as shown on LJG-

2R.

16

17

18

19

20

21

22

23

Q.

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT ARE THE AMOUNTS FOR ANTHEM / AGUA FRIA WASTEWATER

DISTRICT'S WATER TESTING COSTS?

Staff shows a total of $80,596 which represents $62,642 for Anthem Wastewater and

$17,954 for Agua Fria Wastewater Verrado and Russell Ranch plants. What is missing is

28% of the NWVTP's water testing costs, which is equal to $3,695 for a combined total

of $84,291. The adjustment needed is an increase in Water Testing Expense from what

the Company originally filed of $21 ,478 as shown on Adjustment LJG-3R.

24

A.

A.

A.

D. SUN CITY WASTEWATER DISTRICT
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1

2

3

4

Q- ARE THERE ANY TESTING COSTS IN A DISTRICT WITHOUT A

TREATMENT PLANT?

No. The Company has the correct amount and Staff accepted it. Pro Ronna amount of $0

less the spread of Corporate of $9,808 gives a downward adjustment of $9,808.

5

6

7

8

9

10

11

12

E. SUN CITY WEST WASTEWATER DISTRICT

WHAT SHOULD THE COST FOR TESTING BE IN SUN CITY WEST

WASTEWATER?

A.

A.

After the spread of 68% of the NWVTP, the Company showed booked amount of $8,300

and a pro Ronna amount of $10,222, In response to Staff Data Request 9.6, the revised

amount for the NWVTP is $13,196. GTM-15 Adjustment #4 shows $13,196 before

splitting NWVTP. The Company accepts theStaff amount but reduces it to 72%, or

$9,501. I made a downward adjustment, LJG-3R, of$721 .
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IX. TANK MAINTENANCE

2 A. SUN CITY WATER DISTRICT

3

4

Q- PLEASE DISCUSS THE COMPANY'S REQUEST FOR TANK MAINTENANCE

COSTS AND WHAT IS THE CURRENT SITUATION?

5

6

7

8

9

10

11

Currently, we are allowed to defer tank maintenance costs for Sun City Water district in a

Regulatory Asset account. In each rate case for Sun City Water district, we request

amortization of the balance in the account. Effective April of 2008, we were allowed to

amortize the authorized balance of $109,338 over 4 years. In this case, the Company has

requested a Tank Maintenance Reserve based on painting the 14 older tanks in Sun City

over a 14 year period, The estimated costs are over $5 million dollars and would require

an additional $445,000 in operating expenses each year.

12

13

14

Q~ WHAT ARE THE POSITIONS OF THE PARTIES?

15

16

17

18

19

20

Staff was silent in its testimony but did not reverse the Company's $445,000 pro forma in

its revenue requirement. RUCO recommended denial of the Reserve. The Company

continues to believe that the most effective way to cause timely tank maintenance is for

the Commission to approve the tank reserve. Otherwise, necessary Sun City tank

maintenance competes at this time with very scarce capital funds. While the existence of

a tank painting deferral gives a slight edge to tank maintenance, the Company still must

come up with the necessary funds until the deferred costs can be included in rates. As

Mr. Broderick explains, the Company's short-term debt is already too high.

21

22

x .

Q-

DEPRECIATION EXPENSE

WHY IS THE ACCURACY AND CONSISTENCY OF DEPRECIATION RATES

23 MORE IMPORTANT TO THE COMPANY NOW?

24

25

A.

A.

A.

Since the Company became publicly traded on the New York Stock Exchange, there are

certain Sarbanes-Oxley Requirements ("SOX"). One of those requirements is a quarterly
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review of depreciation rates in the accounting system compared to those allowed by the

Commission. Another requirement is to submit a depreciation rate for any utility plant

account (NARUC 300 accounts) with a balance but no depreciation rate (i.e. 0%). This

prevents new accounts from sitting on the books with no depreciation expense until we

can get authorization for new rates. If we don't approve the rates quarterly, or if we let

plant balances go without depreciating them, we fail an internal SOX control

A. ANTHEM WATER DISTRICT7

8

9

10

11

12

113
14

Q, WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR ANTHEM WATER DISTRICT?

Staff suggests, and the Company accepts, a change to account 304600-Structures &

Improvements Offices to l.67%, a new rate for account 308000-Infiltration Galleries &

Tunnels of 2%, a change for account 331001-Transmission Distribution Mains Not

Classified by Size to 1.53% (to match the rate for other Mains accounts), and a change

for account 341300-Transportation Equipment Autos to 20%.

15

16

17

18

19

Q-

B. SUN CITY WATER DISTRICT

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR SUN CITY WATER DISTRICT?

20

21

22

23

Staffs changes depreciation rates for account 303300-Land & Land Rights Pumping,

303500-Land & Land Rights Transmission Distribution, and 303600-Land & Land

Rights Administrative General which are all for Land and Land Rights as shown on Staff

Schedule GWB-16. These accounts are not usually depreciable. The Staff Engineering

report shows the Staff recommendation at 0%, and the Company agrees with the Staff

Engineer' s recommendations .

24

A.

A.

c . ANTHEM/ AGUA FRIA WASTEWATER DISTRICT
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1

2

3

4

5

6

7

8

9

10

11

Q- WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR ANTHEM / AGUA FRIA WASTEWATER DISTRICT?

The Company accepts Staff' s changes to depreciation rates for accounts 354500-

Structures & Improvements General Plant to l.67%, account 355500-Power Generation

Equipment to 4.42%, and account 370000-Receiving Wells to 3.3%. We disagree with

Staff Engineer changing the depreciation rates for accounts 380625-TD Equipment

General Treatment and 380650-TD Equipment Influent Lift Station from 8.4% which

was approved in Decision 70372 as of June 1, 2008, the middle of the test year,

downward to 5%. In general, we oppose changing rates back and forth with no study

perfonned. We accept Staff s new depreciation rate for account 398000-0ther Tangible

Plant of l0.3%.

12

'13
14

15

16

17

Q.

D. SUN CITY WASTEWATER DISTRICT

WHAT CORRECTION WOULD YOU MAKE TO STAFF'S SCHEDULE GTM-

14?

The Company would correct the schedule GTM-14 for account 354500-Structures &

Improvements Genera] Plant from the depreciation rate of l .67% to 2%, which is used in

the Staff Engineering report.

18

19

20

21

22

23

24

'25

Q-

E. SUN CITY WEST WASTEWATER DISTRICT

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR SUN CITY WEST WASTEWATER DISTRICT?

A.

A.

A.

The Company accepts Staffs depreciation rate for account 389100 of 4.98%. Now all

the sewer districts will have the same rate for Other Plant and Miscellaneous Equipment.

We reject Staff Engineer's change for accounts 390000 Office Furniture and Equipment

from 4.59% to 4.98% for Sun City West Wastewater only. The other sewer districts use

4.59% and Sun City Water and Sun City Wastewater use 4.59% for this account. I
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2

3

realize this is a small change, but the Company is trying to get the depreciation rates for

similar type accounts to be the same in each district, unless there is some distinguishing

reason to be different.

4 F. NORTHWEST VALLEY TREATMENT PLANT (NWVTP)

ARE THERE CHANGES TO BE ACCEPTED FOR N TP DEPRECIATION5

6

Q.

7

8

9

10

11

12

'13
14

15

RATES?

Yes. The Company would like to thank Staff for making the rates in the NWVTP agree

to the rates in the Sun City West Wastewater District, where the plant is physically

located. It requires a lot of coordination, and we appreciate the effort. The Company

agrees to the Staff' s changes in depreciation rates for account 371100-Pumping

Equipment Electric to 10%, account 390000-0ffice Furniture & Equipment to 4.59%,

account 390200-Computers & Peripheral to 25%, and to 391000-Transportation

Equipment to 20%. We believe there is a typographical error on Staff"s schedule GTM-

16 for account 393000-Tools Shop & Garage Equipment. The rate should be 4.47%

rather than 4.74% to agree to Staff Engineer's recommendations.

16

17

18

19

20

Q,

G CORPORATE DIVISION

WHAT IS THE COMPANY'S OBJECTION TO THE CORPORATE

DEPRECIATION RATES AS USED BY STAFF ACCOUNTING WITNESSES?

21

22

23

24

A.

A.

The Company disagrees with Staff' s rates for the Corporate Division whose depreciation

expense is spread to the 5 districts in this case. Those rates were changed in Decision

71410, effective December 1, 2009, a mere 4 months ago. They were effective for the

other 7 districts. The Company cannot depreciate the same desk, or computer, at one rate

for 7 districts and at a different rate for 5 districts. Rate Base Adjustment SLM-2 in

every district spreads the depreciation expense to each of the 5 districts using the same

.f
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1

2

rates approved 4 months ago. The Company maintains its position to retain its original

rates in this case and rejects Staff' s return to old rates.

PROPERTY TAXES

HAS THE COMPANY MADE CONFORMING CHANGES TO THE PROPERTY

TAX CALCULATION?

3

4

5

6

7

Yes. Each District has an adjustment to property taxes for the changes to proposed

XI.

Q-

A.

revenue.
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1

2

3

4

5

6

7

XII.

Q-

INTEREST SYNCHRONIZATION

HAS THE COMPANY MADE CONFORMING CHANGES TO THE INTEREST

SYNCHRONIZATION CALCULATION?

Yes. Each District has an adjustment to interest synchronization based on two factors.

Mr. Broderick has accepted Staffs Cost of Capital with a 3% Weighted Cost of Debt

which was the same as the Company used in the original filing. And the conforming

change is to reflect any and all updates to Rate Base. .

8

9

10

11

12

XIII. INCCME TAXES

Q- HAS THE COMPANY MADE CONFORMING CHANGES TO THE STATE AND

FEDERAL INCOME TAX CALCULATIONS?

Each District has an adjustment to income taxes that reflects any and all revised revenues

and expenses.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?13

14

A.

A.

A.

Q.

Yes.



EXHIBIT LJG-1 R

Sun City Water Project

PIant#9
Well #9.2
Well #9.3

0



Exhibit LJG-1R

Sun City Water
Tierra Del Rio Projects

NARUC Acct
Acct # Description

303 Land & Land Rights
Item Description
Land & Land Rights
Subtotal

Well # 9,2 Well # 9.3Plant# 9
$88,715
$88,715 $0 $0

Total
$88,715
$88,715

304 Structures 8 Improvements
304100 Earth Work, Fencing

Paving
Catch Basin (Dryweil)

304200 Earth Work, Fencing
Paving
Buildings
HVAC Unit
8" Piping for HVAC Unit
Fire Suppression Eqpt
Manhole/Catch Basin
Electric Gate Opener
Subtotal

$291 ,194
$34,179
$34,230

$227,492
$21 ,688
$33,279

$736,677
$13,066

$678,916
$143,119

$9,882
$46,780
$24,094
$25,890

$1 ,678,424 $359,603 $282,459

$518,686
$55.867
$67,509

$736,677
$13,066

$678,916
$143,119

$9,882
$46,780
$24,094
$25,890

$2,320,486

307 Wells 8< Springs
Drilling, design, installation, initial
water quality testing
Subtotal $0

$417,840
$417,840

$374, 105
$374,105

$791 ,945
$791 ,945

309 Supply Mains Pipe & Fittings
Valves
Subtotal

$40,980
$74.049

$1 15.029

$110,411
$60,948

$171,359

$151 ,391
$134,997
$286,388$0

310 Power Generator 1 - 750 kW / 938 kA
generator
Subtotal

$228,632
$228,632 $0 $0

$228,632
$228,632

$207,973
$255,832
$564,901
$41 ,367
$16,651
$3,528

$207,973
$255,832
$554,901
$41 ,367
$16,651
$3,528

311 Pump Equipment
311200 3 - 60 hp Pumps

3 - 100 hp booster pumps
Electrical: Control Panel
Compressor for Hydropneumatic Tank
Pressure Measurement Device
Ultrasonic Level Measurement Device
Chlorine Analytical Water Monitoring
Instrument
Well Pump
Electrical: Control Panel
Measurement Device Gage
Subtotal

$3.280

$1 ,093,532

$105,562
$343,838

$3.444
$452,844

$121,764
$436,240

$2,314
$560,318

$3,280
$227,326
$780,078

$5,758
$2. 106,694

320.1 Water Treat Eqpt
320100 Magnetic Meters

Subtotal
$15,760
$15,760 $0 $0

$15,760
$15,760

320.2 Solution Chemical Feeders
320200 On-site Sodium Hyprchlorite Generator

Subtotal
$120,791
$120,791 $0

$120,791
$120,791



330.1 Storage Tank
330100 1,5 MG Storage Tank

Subtotal
$2,078,210
$2.078.210 $0

$2.078,210
$2,078,210

330.2 Pressure Tank
330200 1,500 Gal Hydro Pneumatic Tank

Yard Hydrant/Sampling Station
Subtotal

$74,268

$74,268
$3,651
$3.651

$3,433
$3,433

$74,268
$7,084

$81 ,352

331 Mains
331100 Mains 4" 8 Less
331200 Mains 6" to 8
331300 Mains 10" to 16
331300 Valves
331400 Mains 18" & Greater

Subtotal

$55,204
$48,870

$517,858
$89, 130
$76,118

$787, 180 $0

$55,204
$48,870

$517,858
$89,130
$76,118

$787,180

334 Meters
334000 2 - 6" Well meters

Subtotal! $0
$34,441
$34,441

$33,636
$33,636

$68.077
$68,077

336 Backflow Preventor
336000 Backflow Preventors

Subtotal
$2.139
$2.139

$2.583
$2,583

$2,314
$2.314

$7,036
$7.036

346 Communication Equipment
346190 SCADA

Subtotal
$164,204
$164,204

$4,305
$4.305

$3,857
$3.857

$172,366
$172,366

347 Misc Equipment
347000 Eye Wash / Drench

Subtotal
$1,069
$1.069 $0

$1.069
$1.069

TOTAL PROJECT COSTS $6,332,924 $1,390,296 $1,431,481 $9,154,701

BOOKS AT TEST YEAR END
304100 Structures & Improvements
307000 Wells
311200 Pumping Equipments $3,038,258

$6,076,516

$3,038,258
$1 ,303,213 $1 ,409,393

$1 .303s213 $1 ,409,393

$3,038,258
$2,712,606
$3,038,258
$8,789,122

271160 Contributions ($6,076,516) ($1,303,213) ($1,409.393> ($8,789,122)

INCREASE IN UTILITY PLANT IN SERVICE $256,408 $87,083 $22,088 $365,579
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EXECUTIVE SUMMARY1

2
3
4

Sheryl L. Hubbard testifies as follows

Sponsored Schedules

Ms. Hubbard sponsors the following schedules for each district in the case

•

•

•

•

•

•

•

•

•

•

•

•

Schedule A-2 - Arizona American Summary of Results of Operations
Schedule A-4 - Arizona American Construction Expenditures and Gross Utility Plant in
Service
Schedule A-5 - Arizona American Summary Statements of Cash Flows
Schedule C-1 .- Arizona American Adjusted Test Year Income Statement
Schedule C-2 - Arizona American Income Statement Pro Forma Adjustments
Schedule C-3 - Arizona American Computation of Gross Revenue Conversion Factor
Schedule E-3 - Comparative Statement of Changes in Financial Position
Schedule E-7 - Operating Statistics
Schedule E-8 - Taxes Charged to Operations
Schedule F-1 .- Prob ected Income Statements
Schedule F-2 - Proj ected Statements of Changes in Financial Position
Schedule F-3 - Projected Construction Requirements
Schedule F-4 - Assumptions Used in Rate Filing

Operating Income Adjustments

Ms. Hubbard sponsors the following adjustments to operating income:

7
8
9

10
11

12

13

14
15

16

17
18

19

20

21

22
23
24
25
26
27
28
29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

44

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

Adjustment SLH-1 - Annualize Payroll and Payroll Tax Expense
Adjustment SLH-2 -- Annualize Pension Expense
Adjustment SLI-I-3 - Annualize 40lK Expense
Adjustment SLH-4 - Annualize Insurance Expense
Adjustment SLH-5 - Annualize Purchased Water
Adjustment SLH-6 - Remove CAP Revenue and Expense
Adjustment SLH-7 - Annualize Waste Disposal Expense
Adjustment SLH-8 -- Water Testing Expense
Adjustment SLH-9 -- Specialist on Industrial Pre-Treatment
Adjustment SLH-10 - Adjust Conservation Expenses
Adjustment SLH-ll - Tank Maintenance Accrual
Adjustment SLH-l2 - Annualize Property Taxes
Adjustment SLH-13 -- Remove Other Income and Deductions
Adjustment SLH-l4 -.- Annualize OPEBs
Adjustment SLH-l5 - Interest Synchronization
Adjustment SLH-16 - Federal and State Income Taxes
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Additional Subject Matter

Ms. Hubbard also supports the following requests by Arizona American:

Allocation of the Northwest Valley Regional Treatment Facility plant investment and
operating expenses between Sun City West Wastewater district and the Anthem/Agua
Fria Wastewater district, and

1
2
3
4
5
6
7
8
9

10
11
12

a

• Arizona American's request for a tank maintenance reserve to fund tank maintenance
expenditures.
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2 I INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. AND TELEPHONE3 Q

NUMBER

5 A My name is Sheryl L. Hubbard. My business address is 19820 N. 7"' Street, Suite 201

Phoenix. Arizona 85024

Q- BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?7

8 A

9

I am employed by Arizona American Water Company ("Arizona American") as a

Manager, Rates & Regulation

10

11

Q- PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR ARIZGNA

AMERICAN.

12

13

14

My primary responsibilities are to prepare, coordinate and manage rate applications and

other regulatory filings consistent with the applicable regulatory agency's filing

requirements. I also administer tariffs and support rate case-related public outreach.

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND15

16

17

18

EDUCATION.

19

20

21

22

23

24

25

26

A.

A. I have 30 years of experience in public utility accounting and regulation, 18 years

employed by the Michigan Public Service Commission ("Michigan Commission") as an

auditor/audit manager as well as a Commissioner's Assistant. During my employment

with the Michigan Commission, my responsibilities included preparing revenue

requirement calculations for water, steam and electric utilities. After my employment

with the Michigan Commission, Iras employed by the Arizona Corporation

Commission ("Commission") as the Chief of the Accounting and Rates section.

Following my employment with the Commission, I joined Citizens Communications

Company ("Citizens") as a Regulatory Accounting Manager in its Arizona Gas division.

My responsibilities with Citizens included ensuring compliance with applicable state
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statutes, regulatory rules and decisions, as well as preparation of rate cases and other

regulatory filings with state regulatory agencies in Arizona and Colorado

After my employment with Citizens, I joined Arizona Water Company as Manager of

Rates and Regulatory Accounting. As the Manager of Rates and Regulatory Accounting

my responsibilities included monitoring regulatory actions taken by the Commission

ensuring compliance with decisions of the Commission, filing necessary tariffs, preparing

rate cases and other regulatory filings for submission to the Commission, and appearing

as a witness before the Commission

I have been employed with Arizona American since March 2007

Shave a Masters in Business Administration from the University of Phoenix and my

undergraduate degree, a Bachelor of Arts degree with a major in Accounting was

obtained from Michigan State University. I am a licensed, certified public accountant in

the states of Arizona and Michigan

14 Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE REGULATORY

COMMISSIONS?

Yes, I have testified before the Arizona Corporation Commission on numerous occasions

I have also testified before the Michigan Public Service Commission and the New

Mexico Public Regulation Commission

PURPOSE OF TESTIMONY

20 Q WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

The scope and purpose of my testimony are set forth in my Executive Summary

22 Q. HOW IS YOUR TESTIMONY ORGANIZED?

Arizona American is requesting rate changes for the Anthem Water, Sun City Water

Anthem/Agua Fria Wastewater, Sun City Wastewater, and Sun City West Wastewater in
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1

2

3

4

5

6

7

8

9

10

this proceeding. Each water and wastewater district has been assembled as a stand-alone

filing complete with all standard filing requirement schedules. Whenever possible,

schedules and adjustments will be discussed as applicable to the two water and three

wastewater districts previously identified. In addition, a summary table is included

detailing Arizona American's proposed adjusted operating income by district for

Schedule C-l. Similarly, since most of the proforma adjustments that I am proposing

are premised upon the same underlying principles regardless of the district, theproforma

adjustments are discussed herein by adjustment number which correlates to the

normalizing/annualizing adjustment. Forany proforma adjustments that do not apply to

all five of the water and wastewater districts, the proposed adjustment will be discussed

11 for the specific district or districts affected.

12 Q. DOES YOUR TESTIMONY INCORPORATE RECOMMENDATIONS OF

13 OTHER COMPANY WITNESSES?

14

15

16

Yes, it does. I have incorporated recommendations or adjustments sponsored by Mr.

Buls, Mr. Cole, Ms. Gutowski, Mr. Kiser, and Mr. Grossas proforma adjustments to test

year expenses when applicable.

17 III. SPOrtS()RED SCHEDULES

18 Q. PLEASE IDENTIFY THE SCHEDULES YOU ARE SPQNSORINC.

19 I am sponsoring the following schedules for each of the two water and throe wastewater

. . :20

21 •

22 •

Schedule A 2 Arizona American Summary of Results of Operations

Schedule A 4 Arizona American Construction Expenditures and Gross Utility Plant

23 'n S€1'V€€€

24

25

Schedule A 5 Arizona American Summary Statements of Cash Flows

Schedule C 1 Arizona American Adjusted Test Year Income Statement

26

A.

A.

• Schedule C 2 Arizona American Income Statement Pro Fomla Adjustments
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1 A

6

7

8

9

10

11

12

13

14

15

I am also sponsoring die F Series of schedules. Appendix F of the standard filing

requirements is labeled "Proj sections and Forecasts". The data contained in the F Series

of schedules compares current results of operations to projected results based upon

different assumptions. More specifically, Schedule F l titled "Projocted Income

Statements Present and Proposed Rates" forecasts 2009 income using test year rates and

proposed revenue from this proceeding. Schedule F 2 titled, "Projected Statement of

Changes in Financial Position Present and Proposed Rates" presents the sources and

applications of funds by the districts for the test year and prey ected results using the same

assumptions as Schedule F 1. Schedule F 3 titled "Proj ected Construction

Requirements" shows the district's prey ected construction expenditures for the years

2009, 2010, and 201 l. This schedule provides additional detail concerning the

construction expenditures shown on Schedule A 4. Schedule F 4 titled "Assumptions

Used in Developing Proj ecdons" provides a general description of the assumptions used

in developing prey sections for 2009 concerning customer growth, customer water demand,

changes in expenses, and construction requirements.

16 Iv. ADDITIONAL SUBJECT MATTERS

17 A. NORTHWEST VALLEY REGIONAL TREATMENT FACILITY

18 Q- PLEASE DISCUSS HOW THE NORTHWEST VALLEY REGIONAL

19 TREATMENT FACILITY'S PLANT INVESTMENT AND OPERATING COSTS

20 ARE ALLOCATED.

21

22

23

24

25

26

A. The Northwest Valley Regional Treatment Facility ("NWVRTF") treats wastewater

flows from the Sun City West Wastewater and Anthem / Agua Fria Wastewater districts.

The Commission recognized that 68 percent of the plant's capacity was dedicated to Sun

City West Wastewater while the remaining 32 percent of the capacity is used for Anthem

/ Agua Fria Wastewater (Decision 70209 at pp. 1-2 and Decision70372 at p. 12). Based

on these decisions, Arizona American has allocated 68 percent of the plant costs and
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operating expenses of the NWVRTF to Sun City West Wastewater and 32 percent to

Anthem / Agua Fria Wastewater

3 Q HAS ARIZGNA AMERICAN INCLUDED OPERATING COST DETAILS

APPLICABLE TO THE NWVRTF IN THE SCHEDULES FILED IN THIS CASE?

Yes. Schedule E 6 is a smnmary of the districts' operating income. Arizona American

witness Mr. Kiser sponsors Schedule E 6 and his direct testimony details the

identification of the schedules associated with the NWVRTF operating cost

8 Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?

Yes. it does
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EXECUTIVE SUMMARY1

2
3
4

Miles H. Kiser testifies as follows

Sponsored Schedules

6 Mr. Kiser sponsors the following schedules for each district in the case

•

Schedule E-2 - Comparative Income Statements
Schedule E-6 - Comparative Operating Income Statements
Schedule E-6a .-. Comparative Operating Income Statements

13

14

And the following schedules for the Anthem/Agua Fria Wastewater district and the Sun City

West Wastewater districts :

Schedule E-6b - Comparative Operating Income Statements

Schedule E-6c - Comparative Operating Income Statements

Operating Income Adjustments
15
16
17
18
19

20

21

2

Mr. Kiser sponsors the following NECESSARY adj ustments to operating income:

23

24
25

26
27

28
29
30

•

•

•

•

•

•

•

•

Adjustment MHK-1 -.- Annualize Power Expense
Adjustment MHK-2 --- Annualize Chemicals Expense
Adjustment MHK-3 - Annualize Management Fees
Adjustment MHK-4 - Adjust Mgmt. Fees for Other Expenses
Adjustment MHK-5 - One-Time Service Company Charges
Adjustment MHK-6 - Annualize Postage Increase
Adjustment MHK-7 - Normalize Purchased Water for Cost Savings
Adjustment MHK-8 - Amortize Rate Case Expense
Adjustment MHK-9 .-. Line 21 Clean-up
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2 I INTRODUCTION AND QUALIFICATIONS

4

5

6

Q~ PLEASE STATE YOUR NAME, BUSINESS ADDRESS. AND TELEPHONE

NUMBER

A My name is Miles H. Kiser and my business address is 19820 N. 7th Street, Suite 20 l

Phoenix, AZ 85024. My office phone number is 623-445-2492

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?8

9 A I am employed by American Water Works Service Company, Inc. ("American Water") as

a Rate Analyst in Rates & Regulation

11

12

U 1 3

14

15

Q- PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR ARIZONA

AMERICAN.

As a rate analyst, my primary responsibilities are to prepare and support rate applications

and other regulatory filings, as well as assist with public outreach activities and billing

administration.

16

17

18

19

Q. PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATION.

20

I was hired by American Water in August of 2007. In 2008 I prepared testimony,

developed exhibits, and testified as a witness for Arizona American Water Company

21 ("Arizona American" or "the Company") in a water rate case proceeding. I have

22 prepared all the required schedules for Arsenic Cost Recovery Mechanism ("ACRM")

23 applications in four water districts for Arizona-American Water Company. I also

24

A.

A.

prepared water and sewer rate applications for Texas-American Water Company.
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I received a Master of Science degree in Agricultural & Resource Economics from the

University of Arizona in 2007 and both a B.S. and B.A. from the University of

Massachusetts at Amherst in 2003

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?4

5 A Yes, I testified in the Company's rate case proceeding in May 2008

11. PURPOSE OF TESTIMONY6

7

8

9

Q- WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

The scope and purpose of my testimony are set forth in my Executive Summary.

Q- HOW IS YOUR TESTIMONY ORGANIZED FOR PURPOSES OF THIS

PROCEEDING?

10

11

'12
13

14

15

16

17

18

A. First I will briefly discuss the schedules I am sponsoring (E-2 and E-6 thru E-6c) and then

the Operating Income Adjustments I performed (MHK-1 thru MHK-9). Theproforma

adjustments will be discussed by category in relation to all the water and wastewater

districts assembled in this case, because all of the proforma adjustments that I propose

are based on the same principles and utilize the same methods, regardless of the district.

Whenever necessary, I will discuss district-specific issues in the context of a particular

adjustment.

III. SPONSORED SCHEDULES (ALL DISTRICTS)

Q. PLEASE IDENTIFY THE SCHEDULES YOU ARE SPONSORING.

19

20

21

22

23

24

A.

A.

I am sponsoring the following schedules for each of the two water and four wastewater

districts:

Schedule E-2 .- Comparative Income Statements•
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Schedule E-6 - Comparative Operating Income Statements

Schedule E-6a - Comparative Operating Income Statements

Schedule E-6b - Comparative Operating Income Statements

Schedule E-6c -.. Comparative Operating Income Statements

Iv. COMPANY'S FINANCIAL STATEMENTS (ALL DISTRICTS)

Q. WHAT IS SCHEDULE E-2?

1

2

3

4

5

6

7

8

9

10

11

12

13

A. Schedule E-2 for each of Arizona-American's districts is titled "Comparative Income

Statements". This schedule summarizes each district's unadjusted Income Statements as

reflected in the Company's accounting records, and includes the district's allocated share

of Corporate expenses for the test year (2008), as well as for the prior two years (2006 &

2007).

14

15

16

17

18

19

20

21

22

23

24

Q. WHAT IS SCHEDULE E-6?

Schedule E-6 is titled "Comparative Departmental Statements of Operating Income" and

breaks down each district's operating income by sub-category, such as by customer class

for revenue and operational function for O&M expenses, for the test year (2008) and two

prior years (2006 & 2007). Similarly titled Schedule E-6a presents the same operating

income figures, but by income statement line number instead of operational function, For

the Sun City West Wastewater District and Anthem/Agua Fria Wastewater District, two

additional schedules, E-6b and E-6c, (in the format of the E-6a schedule) are presented --

one shows the comparative summary without an allocation of the Northwest Valley

Regional Treatment Facility ("NWVRTF") and another shows each district's allocation

of the NWVRTF.

5

A.
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ADJUSTED OPERATING INCOME (ALL DISTRICTS)

PRO FORMA ADJUSTMENTS (ALL DISTRICTS)

5 Q- WHAT PRO FORMA ADJUSTMENTS ARE YOU SPONSORING AS PART OF

THIS CASE?

Below is a list of the pro forma adjustments I am sponsoring. These adjustments

represent changes to the historical test year expenses detailed on Schedule C-2 for each of

the categories listed below

Adjustment MHK-1 - Annualize Power Expense

Adjustment MHK-2 -.. Annualize Chemicals Expense

Adj vestment MHK-3 - Annualize Management Fees

Adjustment MHK-4 - Adjust Management Fees for Other Expenses

Adjustment MHK-5 -- One-Time Service Company Charges

Adjustment MHK-6 - Annualize Postage Increase

Adjustment MHK-7 - Normalize Purchased Water for Cost Savings

Adjustment MHK-8 - Amortize Rate Case Expense

Adjustment MHK-9 .- Line 21 Clean-up

21

22

Q. WHAT IS ADJUSTMENT MHK-1 ..... ANNUALIZE POWER EXPENSE?

A. Adjustment MHK-1 is a pro forrna adjustment to annualize the rate increases approved

for Arizona Public Service Company ("APS") in 2008 and 2009 to-date. APS is the sole

electric provider for the water and wastewater districts that are part of this case. The



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater Total

Fuel & Power
Pro Forma
Adjustment

$118,075 $178,526 ($72,901) (583,984) $17,314 $237,030

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. W-01303A-09- 7 SW-01303A-09-
Page 5 of 11

1

2

3

4

5

6

7

8

Company has accounts billed under APS's rate schedules E-30, E-32 and E-221. These

general rate schedules did not undergo any changes in 2008 or the first half of 2009.

However, the powerproforma adjustment does reflect changes to some of APS's rate

adjustors, including the increase in the Transmission Cost Adjustor (TCA) effective July

2008, the Interim Rate increase and the updated Renewable Energy Standard (RES)

implemented in January 2009, and the decrease to the Power Supply Adjustor (PSA)

effective February 2009. Table l below summarizes the adjusted test year Fuel & Power

expenses for each of the districts.

9
10
11

TABLE 1 - Summarv of Fuel & Power Pro Forma Adjustments

12

13

14

15

16

The proforma adjustment for Fuel & Power expense was calculated by simply

annualizing the changes discussed in the preceding paragraph based on test year

electricity consumption levels. In addition, all taxes and assessments associated with

electricity bills were updated to their current levels for each district.

17

18

19

20

21

Q. ARE THERE ANY OTHER PENDING FUEL OR POWER COST INCREASES?

A. Possibly. APS currently has a general rate case pending at the Commission and, should

new rates be approved, the Company's pro forma Fuel & Power expense would need to

be modified accordingly later in this case.



District Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Chemicals
Pro Forma
Adjustment

$39,539 $7,556 $85,199 $682 $114,811 $247,787

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. w-01303A-09- 9 SW-01303A-09-
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1

2

3

4

Furthermore, although Anthem Water has two Southwest Gas Accounts, their bills are

minimal relative to Anthem Water's total fuel and power expense. Also, Southwest Gas

is not expected to file for a general rate increase in 2009. Therefore, there isno pro

forma to the expense associated with these two Southwest Gas accounts.

5

6

7

8

9

10

Q. WHAT IS ADJUSTMENT MHK-2 ANNUALIZE CHEMICALS EXPENSE?

Adjustment MHK-2 is a proforma adjustment to annualize the effect of changes in the

cost of chemicals used in water and wastewater treatment operations. The adj vestment

incorporates 2009 price levels that have been negotiated contractually by American

Water's Supply Chain department that are known and measureable and in effect. Table 2

below summarizes the adjusted test year Chemicals expense.

11 TABLE 2 - Summarv of Chemicals Pro Forma Adjustments

12

13

14

15

The pro forma adjustment for Chemicals expense is calculated by using the test year

chemical usage volumes and multiplying them by the 2009 price levels to generate the

proforma level of chemicals expense.

16

17

18

19

20

Q. WHAT IS ADJUSTMENT MHK-3 ._ ANNUALIZE MANAGEMENT FEES?

A.

A.

Adjustment MHK-3 is a proforma adjustment to annualize the effect of the labor rate

increase approved in March 2009, and new labor benefits funding requirements

associated with the labor portion of management fees. I increased the test year labor

portion of management fees by four percent to reflect average increases that were granted



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Mgmt Fees
Annualizaton
Pro Forma
Adj vestment

$71,343 $92,981 $94,132 $57,487 $48,643 $364,586

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. W-01303A-09- _° SW-01303A-09
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in March 2009 at the Service Company level. I also increased the test year labor-related

benefits portion of Management Fees by twenty~two percent to annualize the effect of

new additional funding requirements for pension and other post-employment benefits

Table 3 below summarizes the adjusted test year Management Fees, which includes the

adjustment for labor and labor-related benefits

7 TABLE 3 - Summary of Management Fees Annualization Pro Forma Adjustments

8

9

10

11

12

13

14

15

16

17

18

19

Q- WHAT IS ADJUSTMENT MHK-4 - ADJUST MANAGEMENT FEES FOR

OTHER EXPENSES?

Adjustment MHK-4 is a proforma adjustment that annualized the other expense increases

that are a component of Management Fees. The Other Expense component of

Management Fees refers to the general overhead, travel expenses, and miscellaneous

purchases associated with Service Company employees' labor. The test year Other

Expenses component of Management Fees increased by four percent to reflect an

increase that is commensurate with the labor increase. Because the other expense

component of Management Fees is correlated with management fee labor levels, it is

reasonable to expect the other expense component to increase marginally as well.

20

A.



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Mgmt Fees
Other Expenses

Pro Forma
Adjustment

$15,954 $20,793 $21,050 $12,855 $10,878 $81,530

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

One-Time
Service Co.
Pro Forma
Adj vestment

($17,257> ($22,491) ($22,769) ($13,905) ($l l,766) ($88,188)

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. W-01303A-09- > SW-01303A-09-
Page 8 of 11

1

2

TABLE 4 - Summarv of Management Fees Other Expenses Pro Forma Adjustments

3
4

5

6

Q . WHAT IS ADJUSTMENT MHK-5 ... ONE-TIME SERVICE COMPANY

CHARGES?

7

8

9

10

A. Adjustment MHK-5 is a proforma adjustment that removes charges from Management

Fees that are one-time, non-recuning and not appropriate for calculating revenue

requirements for this proceeding. Costs associated with corporate divestiture and non-

recurring projects have been removed.

11 TABLE 5 - Summarv of One-Time Service Co. Pro Forma Adjustments

12

13

14

15

Q. WHAT IS ADJUSTMENT MHK-6 ANNUALIZE POSTAGE INCREASE?

A. Adjustment MHK-6 is a proforma adjustment to annualize changes in the US first-class

postage rate that occurred in May of 2008 and 2009. To begin, the test year postage



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Postage
Annualizaton

Pro Forma
Adjustment

813,01 l $3,925 $3,972 $2,426 $2,054 $15,388

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. w-01303A-09- 9 SW-01303A-09-
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expense is annualized to a 2008 level that incorporates a pro-rated 2008 postage increase.

This figure is then annualized to a 2009 level using the May 2009 postage increase to

generate the adjusted test year postage expense.

1

2

3

4

5

6

TABLE 6 - Summary of Postage Annualization Pro Forma Adjustments

7
8

10
11
12
13
14
15
16
17
18

Q. WHAT IS ADJUSTMENT MHK-7 .- NORMALIZE PURCHASED WATER FOR

COST SAVINGS?

Adjustment MHK-7 is a proforma adjustment to normalize Purchased Water expense at

the Company's Northwest Valley Regional Treatment Facility ("NWVRTF") due to cost

saving measures undertaken at the facility that will reduce the quantity of purchased

water required in the wastewater treatment process. This adjustment affects only the

Anthem/Agua Fria Wastewater District and Sun City West Wastewater District. Actual

Purchased Water expense atNWVRTF was analyzed from January 2008 thru April 2009

and the 7-month average from October 2008 to April 2009 (October 2008 was the first

month the program was implemented) was used to annualize the effect of the significant

cost saving measure.

1 9

2 0
21

A.



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Purchased
Water Savings

Pro Forma
Adjustment

($l 1,653) ($24,762) ($36,415)
I

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. w-01303A_09_ 9 SW-01303A-09-
Page 10 of 11

1 TABLE 7 - Summarv of Purchased Water Savings Pro Forma Adjustments

2

3

4 Q. WHAT IS ADJUSTMENT MHK-8 - AMORTIZE RATE CASE EXPENSE?

5 Adjustment MHK-8 is a pro/orma adjustment that quantities each district's portion of

6 total estimated rate case expense and then uses a three-year amortization period to

7 generate an annual rate case expense amortization to be recovered in rates. For this case,

8 each district receives a share of the total estimated rate case expense of $678,425 based

9 on its 4- Factor allocation percentage calculated using inputs of the two water and four

10 wastewater districts in this proceeding . The estimated unrecovered portion of

Commission-approved rate case expenses from the last rate case is $149,119 assuming a

12 rates-effective date for this case of September 2010, and also amortized over three years.

13 Both of these figures are then summed to generate the proposed rate case expense

14 amortization to be recovered in rates from the districts in this case. Mr. Broderick is

15 sponsoring the Company's total estimated rate case expense.

16

17

18

A.



District
Antbem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

RC Expense
Amortization
Pro Forma
Adj vestment

($59,154) $22,997 ($18,793) $15,846 $10,821 ($24,283)

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City
West

Wastewater
Total

Line 21
Clean-Up
Pro Forma
Adjustment

($39,957) ($5 l,7'77) ($52,444) ($32,623) ($25,413) ($202,214)

Arizona-American Water Company
Direct Testimony of Miles H. Kiser
Docket Nos. W-01303A-09- : SW-01303A-09
Page 11 of 1 l

TABLE 8 - Summarv of Rate Case Expense Amortization Pro Forma Adjustments

3 Q- WHAT IS ADJUSTMENT MHK-9 - LINE 21 CLEAN-UP?

Adj vestment MHK-9 isa pro forma adjustment that removes expenses that would

typically be disallowed for ratemaking purposes, such as charitable contributions

membership dues and other miscellaneous expenses that are normally not recoverable

from customers

TABLE 9 - Summarv of Line 21 Clean-Up Pro Forma Adjustments

11 Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?
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District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 (866,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712
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EXECUTIVE SUMMARY

Miles H. Kiser testifies as follows:

New Request for an Accounting Deferral

1
2
3
4
5
6
7
8
9

10

11

Arizona-American Water Company ("Arizona-American" or "the Company") seeks Arizona
Corporation Commission ("the Colnmission") authority to defer replacement costs paid to the
City of Glendale in association with the 99'*' Avenue Interceptor, pursuant to the City of
Glendale Sewage Transportation Agreement ("Glendale Agreement").

Adjusted Operating Income12

13

14

Arizona-American's rebuttal position for Adjusted Operating Income is:

15
16

17 Operating Expense

18

19

Arizona-American's rebuttal position for Operating Expense is:

Operating Income Adjustments

20
21
22
23
24
25
26
27

. 28
29

Mr. Kiser sponsors the following rebuttal adjustments to operating income:

•

Adjustment MHK-1 R -.. Accept RUCO C-3, 30% Disallowance of AlP
Adjustment MHK-ZR - Accept RUC() C-4, Removal of Stock Based Compensation
Adjustment MHK-3R -. Accept Staff Fuel & Power Expense Adj vestment
Adjustment MHK-4R .- Sun City WW - Glendale Waste Disposal Expense Adjustment



Arizona-American Water Company
Rebuttal Testimony of Miles H. Kiser
Docket Nos. w-01303A_09-0343, SW-01303A-09-0343
Page iv•

1

2

3

4

5

6

Adjustment MHK-5R - Adjust Mgmt. Fees for 30% Disallowance of AlP
Adjustment MHK-6R -- Accept RUCO C-9, Mgmt. Fees Other Expenses Adjustment
Adjustment MHK-7R -- Accept RUCO C-14, Mgmt. Fees Business Development Adj
Adjustment MHK-8R -- Accept RUCO C-7, Mgmt. Fees Dues & Donations Adjustment
Adjustment MHK-9R .- Annualize Pension Expense
Adjustment MHK-1 OR - Accept Staff Rate Case Expense Adj vestment
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1 INTRODUCTION AND QUALIFICATIONS

2

3

4

5

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.

My name is Miles H. Kiser and my business address is 2355 W. Pinnacle Peak Road,

Suite 300, Phoenix, AZ 85027, My office phone number is 623-445-2492.

6 ARE YOU THE SAME MILES H. KIGER THAT SUBMITTED DIRECT

7 TESTIMONY ON BEHALF OF THE COMPANY IN THIS CASE ON JULY 2,

8 2009?

9 Yes.

10 II. PURPOSE OF TESTIMONY

11

12

13

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS

CASE?

The purpose of my rebuttal testimony is set forth in my Executive Summary.

14

15

16

17

18

19

20

HOW IS YOUR REBUTTAL TESTIMONY ORGANIZED?

First, I list my rebuttal schedules and then discuss a new request for an accounting order

for capital costs associated with the 1985 City of Glendale Sewage Transportation

Agreement ("Glendale Agreement"). Next, I describe the Company's revised Operating

Income Adjustments (MHK-IR thru MHK-IOR) in response to the positions

recommended by Staff and RUCO in their March 8, 2010 testimonies regarding those

Operating Income Adjustments.

21 III. REBUTTAL SCHEDULES AND EXHIBITS (ALL DISTRICTS)

•

•

• 22

A.

A.

1.

Q.

Q.

A.

Q.

A.

PLEASE IDENTIFY YOUR REBUTTAL SCHEDULES.
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I prepared the following rebuttal schedules for each district in this case:

Schedule C-2 Rebuttal - Arizona-American Income Statement Pro Forma

1

2

3

4

5

Adjustments

Schedule C-3 Rebuttal - Arizona-American Gross Revenue Conversion Factor

6

7

Iv. DEFERRAL OF CITY OF GLENDALE CAPITAL COSTS ._ SUN CITY

WASTEWATER DISTRICT

8

9

10

13

14

15

16

17

18

19

20

Q. WHY IS ARIZONA-AMERICAN REQUESTING AN ACCOUNTING ORDER

FOR CERTAIN CAPITAL COSTS RELATED TO THE 1985 CITY OF

GLENDALE SEWAGE TRANSPORTATION AGREEMENT AT THIS TIME?

As part of the City of Glendale Sewage Transportation Agreement ("Glendale

Agreement"), which initially established the terms and conditions by which Arizona-

American acquired service rights to the 99'h Avenue Interceptor, Arizona-American

(formerly the Sun City Sewer Company) is obligated to pay the City of Glendale (or the

City of Phoenix) its proportionate share of replacement costs associated with the 99'1'

Avenue Interceptor, in addition to operation and maintenance costs. The original

Glendale Agreement between Arizona-American (formerly Sun City Sewer Company)

and the City of Glendale, signed and dated May 14, 1985, is attached to my rebuttal

testimony and includes Amendment No. l, signed and dated May 7, 1991 (Exhibit MHK-

lR).

•

•

21

22

23

24

A.

A.

Arizona-American was recently billed by the City of Glendale $917,906 in replacement

costs previously incurred, which the Company anticipates paying soon (Exhibit MHK-ZR

- City of Glendale Replacement Cost Invoice). Because these replacement costs are

considered capital investments (much like Rate Components 3 and 4 of the Tolleson
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l

2

3

4

5

Agreement, approved for deferral in Commission Decision No.66386 and subsequently

re-granted rate recovery in Decision No. 70209, dated March 20, 2008), Arizona-

American requests that the Commission authorize an accounting order in the decision in

this case to defer these costs, as well as future similar costs, for consideration of rate

recovery in a future rate case.

6

7

8

9

10

13

Q. WHY HASN'T ARIZONA-AMERICAN INCLUDED THE $917,906 AMOUNT

DUE IN ITS REVISED REVENUE REQUIREMENT FOR ITS SUN CITY

WASTEWATER DISTRICT?

The Company has not yet paid the invoice and, therefore, alternatively requests an

accounting order granting it authority to defer related capital costs - including the

aforementioned payment now due - as they are incurred, for consideration in a future rate

case. The amount the Company ultimately pays may differ from the invoiced amount as

discussions continue between the Company and the City of Glendale.

Q. IS THE INVOICE FOR $917,906 THE FIRST TIME ARIZONA-AMERICAN

HAS BEEN BILLED FOR REPLACEMENT CAPITAL COSTS UNDER THE

1985 GLENDALE AGREEMENT?

14

15

16

17 Yes.

18

19

20

21

Q- WHAT TIME PERIODS DOES THIS INVOICE SPAN?

The aforementioned replacements occurred from December, 2005 to April, 2009. The

City of Glendale failed to timely invoice the Company and only very recently presented

this invoice. That is the reason why the Company did not make this request earlier,

•

22

23

24

A.

A.

A.

Q~ WHY WAS ARIZONA-AMERICAN NOT BILLED SOONER, AND IN

SMALLER INCREMENTS, BY THE CITY OF GLENDALE FOR THE

REPLACEMENT COSTS?
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1

2

We do not know. However, the Company is currently pursuing negotiations with the

City of Glendale to address this concern.

3

4

5

6

7

8

9

10

11

• 12

Q- DOES THE COMPANY ANTICIPATE ADDITIONAL CAPITAL

REPLACEMENT COSTS OWED TO THE CITY OF GLENDALE?

Yes. Arizona-American has already received an estimate from the City of Glendale for

its share of the 2010 capital replacement costs associated with the 99th Avenue

Interceptor in the amount of $120,360. In the future, as replacement and rehabilitation

work is needed on the 99th Avenue Interceptor, the Company must pay its share of those

replacement costs. An expense such as this is recorded as an O&M waste disposal

expense even though it relates to capital improvements of the Interceptor. The amount of

$120,360 in O&M waste disposal expense has not been included in the adjusted test year

waste disposal expense in this case, so a deferral is necessary.

13

14

Q. ARE THERE PREVIOUS O&M EXPENSES ASSOCIATED WITH THE

GLENDALE AGREEMENT?

15

16

17

18

Yes. O&M waste disposal expenses under the Glendale Agreement were approximately

$55,800 in the 2008 test year and they were in included in the prior rate case for Sun City

Wastewater District in the amount of $1 l1,600. That is the amount of O&M expense

presently in customers' rates related to the Glendale Agreement.

19

20

Q- HOW MUCH O&M EXPENSE HAS ARIZONA~AMERICAN BEEN PAYING

THE CITY OF GLENDALE PER THE GLENDALE AGREEMENT?

•

21

22

23

24

A.

A.

A.

A. Arizona~American has been paying the City of Glendale $1 l 1,600 annually for 20 years,

beginning in July, 1989 and ending in June, 2009 (which is why the annual O&lvl

expense of $55,800 included in the test year is just half of $1 l l,600). This includes an

annual principal and interest payment of $110,604 plus an annual license fee $1 ,()00
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Exhibit A of Amendment No. 1 of the Glendale Agreement (Exhibit MHK-IR), details

the calculation of the annual principal and interest payment, and the license fee is

referenced in Section 5.2, on page 4, of the Glendale Agreement

4 Q now THAT THE FIRST 20 YEAR TERM OF THE GLENDALE AGREEMENT

HAS TERMINATED WHAT DOES THE AGREEMENT STIPULATE GOING

FORWARD?

With respect to Arizona-American, the Glendale Agreement stipulates two automatic 10

year renewals (beginning July, 2009) of the Company's license to the 99'" Avenue

Interceptor capacity rights, with the license fee increasing to $5,000 annually. Not later

than June, 2026, both Arizona-American and the City of Glendale are to commence

negotiations on the renewal of the Glendale Agreement

12 Q IS ARIZONA-AMERICAN STILL OBLIGATED FOR ITS PROPORTIONATE

SHARE OF THE ONGOING CAPITAL REPLACEMENT AND O&M COSTS

GOING FORWARD?

DOES THE COMPANY ANTICIPATE ADDITIONAL CAPITAL

REPLACEMENT AND O&M COSTS OWED TO THE CITY OF GLENDALE?

Yes. As mentioned above in my rebuttal testimony, Arizona-American has already

received an estimate from the City of Glendale for its share of the 2010 capital

replacement costs associated with the 99M Avenue Interceptor in the amount of $120,360

22 Q HAS ARIZONA-AMERICAN RECEIVED A 2010 ESTIMATE FOR ITS SHARE

OF O&M COSTS UNDER THE GLENDALE AGREEMENT?

Yes, it has. Arizona-American recently received a 2010 cost estimate of $129,339 from

the City of Glendale for its share of 2010 odor control expenses related to the99
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1

2

3

4

5

6

Avenue Interceptor.1 The amount is an increase of $73,539 over the 2008 test year

expense. As Arizona-American's O&M cost estimate is derived from a calculation

involving capacity ownership rights of the 99th Avenue Interceptor and Hows (see

footnote 1), Arizona-American anticipates future changes in the O&M cost calculation

The Company revised its Sun City Wastewater waste disposal expense for this known

and measureable change in its operating expenses (see Waste Disposal section of my

7 rebuttal testimony) .

8 Q~ WHY ARE O&M EXPENSES FOR THE GLENDALE AGREEMENT

9 INCREASING?

10

11

12

13

14

O&M expenses are increasing due to an odor problem related to the 99th Avenue

Interceptor. The odor control expenses are associated with an odor mitigation program

undertaken by the City of Phoenix, the entity who operates the 99th Avenue Interceptor.

Arizona-American is obligated under the Glendale Agreement to pay for its share of the

99 h Avenue Interceptor O&M expenses.

15 v. ADJUSTED OPERATING INCOME (ALL DISTR1CTS)

16 Q, WHAT IS ARIZONA-AMERICAN'S ADJUSTED OPERATING INCOME BY

17 DISTRICT IN THIS PROCEEDING?

18

19

The following table summarizes Arizona-American's revised Adjusted Operating Income

for the districts in this case.

•

A.

A.

| The $129,339 figure is derived by taking the City of Glendale's portion (based on ownership capacity of 69.8% of
99111 Ave, Interceptor) of the total odor control cost of $545,000, and then taking Arizona-American's portion of
Glendale's cost (based on average sewer flows of 34%): $545,000 x 69.8% = $380,410 x 34% = $129,339. See
Exhibit MHK-3R --. 99th Avenue Interceptor Ongoing O&M Cost Estimate, which was furnished to Arizona-
American by the City of GIendale.
2 Per an email from City of Glendale Utilities Director Roger Bailey, Glendale anticipates its share of O&M expense
(which would in tum affect Arizona-Arnerican's share) to change due to the City of Peoria no longer discharging
flows to the 99th Avenue Interceptor, Glendale's share (currently 69.8%) is expected to increase to 9l.24%, thereby
increasing Arizona~American's share, subject to the Company's actual discharge levels.



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 (366,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712
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1

2

3

Table 1. Adjusted Operating Income

4 A OPERATING EXPENSES

5

6

7

WHAT ARE ARIZONA-AMERICAN'S REQUESTED TOTAL OPERATING

EXPENSES BY DISTRICT?

Revised adjusted test year operating expenses for each district are :

8 Table 2 - Operating Expenses

9

•

•

10

A.

Q.

B LABOR

•
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1

2

3

4

Q. WHY DID RUCO WITNESS MR. SMITH DOUBLE COUNT A PORTION OF

THE STOCK BASED COMPENSATION LABOR EXPENSE IN HIS

ADJUSTMENT TO REMOVE IT FROM OPERATING EXPENSE?

5

6

7

8

9

10

11

12

13

14

15

16

A portion of the test year stock based compensation was inadvertently booked to an

Arizona-American district not part of this case, instead of the Company's Corporate

account, as disclosed in data response RUCO 6-3 (Exhibit MHK-4R). Because this

portion of stock based compensation was not included in the Company's original case as

filed, RUCO's adjustment removing all stock based compensation over-adjusts by an

amount equal to each Arizona-American district's 4-Factor allocation of the incremental

stock based compensation inadvertently booked to the wrong business unit (a total of

$40,740 for the five districts in this case). To correct this, test year labor needs to be

increased by $40,740 prior to a reversing adj vestment. Therefore, when Company witness

Mr. Broderick states the Company agrees to remove stock based compensation, he means

the amount included in its original filing request. Hence, the Company has removed all

of the test year stock based compensation in Adjustment MHK-ZR - Accept RUCO's

Removal of Stock Based Compensation.

17

18

19

20

Q- DID RUCO WITNESS MR. SMITH ALSO INCORRECTLY REMOVE SERVICE

COMPANY STOCK BASED COMPENSATION FROM ARIZONA LABOR

EXPENSE?

21

22

23

24

•

•

•

25

A.

A.

Yes, As shown on RUCO schedules "RCS-2, Schedule C. l" and "RCS-3, Schedule C.l"

RUCO witness Mr. Smith removes stock based compensation as an adjustment to the

Arizona labor line, but only a portion of the Company's stock based compensation relates

to Arizona labor. Some of the stock based compensation relates to the American Water

Works Service Company ("Service Company") and should be adjusted out the

Management Fee line. Exhibit MHK-4R - "Company Response RUCO 6-3, Stock"



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Labor
Pro Forma
Adjustment

($14,417) ($31,378l (325,483) (318,616) ($21,078)
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1

2

3

4

shows the stock based compensation amounts as they pertain to the Service Company and

Arizona labor. Accordingly, Arizona-American has reflected properly the adjustment in

both the Labor and Management Fee lines in Company Adjustment MHK- R .- Accept

RUCO's Removal of Stock Based Compensation.

5

6

7

8

9

Q. HAVE YOU INCORPORATED MR. SMITH'S PROPOSED ARIZONA LABOR

ADJUSTMENT DISALLOWING 30% OF ACHIEVEMENT INCENTIVE PAY?

Yes. Company witness Mr. Paul Towsley discusses this topic. Company Adjustment

MHK-IR - Accept RUCO's 30% Disallowance of AlP demonstrates this. A summary of

the combined Arizona labor adjustments is shown in Table 3 below.

10 Table 3. Summary of Rebuttal Labor Pro Forma Adjustments

11

12 C FUEL & POWER

13

14

15

16

17

18

19

Q. DOES THE COMPANY ACCEPT THE FUEL & POWER EXPENSE

ADJUSTMENT PROPOSED BY STAFF WITNESSES MR. BECKER AND MR.

MCMURRY?

•

A.

A.

Yes. Arizona-American accepts Staff" s proposed Fuel & Power Expense adjustment,

which reflects the final rate increase approved in the recent Arizona Public Service

("APS") rate case. A summary of the Fuel & Power Fxpense Adjustments is shown in

Table 4 below.



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Fuel & Power
Pro Forma
Adjustment

$83,883 $228,562 (358,356) $2,746 $265,325
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1

2

Table 4. Summary of Rebuttal Fuel & Power Pro Forma Adjustments

3

4 D WASTE DISPOSAL

5

6

7

8

9

10

11

12

WHAT IS THE COMPANY'S REVISION TO ITS TEST YEAR ADJUSTED

WASTE DISPOSAL EXPENSE FOR ITS SUN CITY WASTEWATER DISTRICT,

AS PER YOUR EARLIER DISCUSSION OF THE GLENDALE AGREEMENT?

Arizona-American recently received a cost estimate of $129,339 from the City of

Glendale for its share of 2010 odor control expenses related to the 99th Avenue

Interceptor. The amount is an increase of $73,539 over the 2008 test year actual. The

Company revised its Sun City Wastewater waste disposal expense for this change in its

revised operating expenses.

13 E MANAGEMENT FEES

14

15

16

17

18

19

120

Q- HAVE YOU REVIEWED THE SIX PROPOSED ADJUSTMENTS TO

MANAGEMENT FEES BY RUCO WITNESS MR. SMITH?

•

A.

A.

Yes. RUCO witness Mr. Smith makes seven adjustments to Management Fees, displayed

on his Attachment RCS-2. I list the adjustments below and then address each of them

separately, The first, Schedule C-7, removes charges related to dues and donations paid

by the Company. The second, Schedule C-9, removes p r o f o r m a adjustment to Service

Company Other expenses. The third, Schedule C-10, removes a pro fOrmcz adjustment to
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Service Company employee benefits. The fourth, Schedule C-11, removes all Service

Company AlP compensation. The fifth, Schedule C-12, adjusts Service Company

pension expense. The sixth, Schedule C-13, adjusts Service Company OPEB expense

The seventh, Schedule C-14, removes Service Company business development expense

5 Q DOES THE COMPANY ACCEPT SOME OF MR. SMITH'S ADJUSTMENTS TO

MANAGEMENT FEES?

Yes, but not all. Arizona-American accepts RUCO's proposed Dues & Donations

adjustment to Management Fees, shown on RUCO Schedule C-7. Company Adjustment

MHK-8R - Accept RUCO's Mgmt. Fees Business Dues & Donations Adjustment

summarizes this ($l6,612) adjustment, The Company accepts RUCO's proposed

Management Fees Other Expense adjustment, shown on RUCO ScheduleC-9, which

removesa 4% proforma increase to the Other Expense portion of Management Fees

The Company accepts RUCO C-9 because it's too difficult and time-consuming to justify

and explain inflation for the myriad of items comprising Other Fxpense. The Company

Adjustment MHK-6R - Accept RUCO's Mgmt. Fees Other Expenses Adjustment

summarizes this ($8l,530) adjustment. Arizona-American also accepts RUCO's

proposed Management Fees - Remove Business Development Expense adjustment

shown on RUCO Schedule C-14, which removes business development expenses from

Management Fees. The Company accepts because the Business Development function

has been scaled back on account of the difficult economy and limited growth

opportunities. The Company Adjustment MHK-7R .- Accept RUCO's Mgmt. Fees

Business Development Adjustment summarizes this ($48,232) adjustment
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1 Q HAVE YOU REVIEWED MR. SMITH'S EMPLOYEE BENEFITS

ADJUSTMENT T() MANAGEMENT FEES?

Yes, I have. Mr. Smith proposes to adjust the employee benefits portion of Management

Fees by removing a known and measureable 22% proforma increase to the test year

employee benefits level

6 Q DO YOU AGREE WITH THE EMPLOYEE BENEFITS ADJUSTMENT TO

MANAGEMENT FEES AS PROPOSED BY MR. SMITH?

No, I do not. The larger-than-typical 22% pro forma increase I applied to the test year

level of employee benefits expense was driven by the increase in the known and

measureable pension funding obligation under ERISA requirements for 2009. Arizona

American's pension and OPEB costs are determined by Towers Perrin, a nationally

recognized actuary. Towers Perrin determined the Service Company's 2009 pension

funding obligation during 2008 (a portion of which is then allocated to Arizona

American), which is why the percentage increase in Service Company pension expense

from 2008 to 2009 was included as pro forma adjustment to the test year Service

Company employee benefits expense. Arizona-American must recover all of its known

and measureable pension expense, especially pension expense related to the Service

Company, in order for it to recover its cost of service

19 Q HAVE YOU MADE ANY CHANGES TO THE ADJUSTED TEST YEAR LEVEL

OF THE EMPLOYEE BENEFITS COMPONENT OF MANAGEMENT FEES AS

ORIGINALLY FILED BY THE COMPANY?

No
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1

Q- HAVE YOU REVIEWED MR. SMITH'S ACHIEVEMENT INCENTIVE PAY

(GGAIP77) ADJUSTMENT TO MANAGEMENT FEES?

Yes, I have. Mr. Smith proposes to adjust Management Fees by removing the AlP

portion of Service Company compensation.

Q~ DOES THE COMPANY AGREE WITH MR. SMITH'S AlP ADJUSTMENT T()

MANAGEMENT FEES?

No. Company witness Mr. Paul Towsley addresses this topic in his rebuttal testimony

and notes Mr. Smith is inconsistent with respect to rate treatment of AlP. For Arizona

employees, Mr. Smith recommended a 30 percent disallowance of AlP compensation as

an adjustment to test year labor expense but for Service Company AlP compensation, as

shown in RUCO Schedule C-ll, Mr. Smith recommends a complete 100 percent

disallowance.

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Q. HAVE YOU MADE ANY CHANGES TO THE ADJUSTED TEST YEAR LEVEL

OF THE AlP COMPENSATION COMPONENT OF MANAGEMENT FEES AS

ORIGINALLY FILED BY THE COMPANY?

•

A.

A.

A. Yes, to be consistent with Arizona-American's acceptance of Mr. Smith's 30 percent

disallowance of Arizona AlP compensation, per Mr. Towsley's rebuttal testimony, I

removed 30 percent of the AlP component of Management Fees. Company Adjustment

MHK-5R - Adjust Mgmt. Fees for 30% Disallowance of AlP summarizes this

adjustment.
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1

2

3

4

5

HAVE YOU REVIEWED MR. SMITH'S ADJUSTMENT OF THE TEST YEAR

PENSION AND OPEB EXPENSE COMPONENTS OF MANAGEMENT FEES?

Yes, I have. Mr. Smith proposes to adjust Management Fees by taking a two-year

average (2007-2008) of pension and OPEB expense. These adjustments are shown on

RUCO Schedules C-12 and C-13, respectively,

6

7

8

9

10

11

•12
13

DO YOU AGREE WITH MR. SMITH'S ADJUSTMENT OF THE TEST YEAR

PENSION AND OPEB EXPENSE COMPONENTS OF MANAGEMENT FEES?

No, I do not. As discussed in my rebuttal of Mr. Smith's proposed adjustment to the

employee benefits piece of Management Fees, in order for Arizona-American to recover

its cost of service, it is essential that the Company recover its actual pension and OPEB

expense. Adjusting the Company's test year pension and OPEB expense would only

serve to exacerbate Mr. Smith's understatement of the Company's actual pension and

OPEB expense.

HAVE YOU MADE ANY CHANGES TO THE ADJUSTED TEST YEAR LEVEL

OF THE PENSION AND OPEB EXPENSE COMPONENTS OF MANAGEMENT

FEES AS ORIGINALLY FILED BY THE COMPANY?

14

15

16

17 No.

18

19

20

21

22

23

IF THE COMMISSION WERE INCLINED TO PREFER AN AVERAGING

METHOD TO DETERMINE ARIZONA-AMERICAN'S ADJUSTED TEST YEAR

PENSION AND OPEB EXPENSE UNDER ERISA, WHICH YEARS WOULD BE

MOST REFLECTIVE OF ARIZONA-AMERICAN'S NORMAL PENSION

COST?

•

A.

A.

Q.

A.

A.

Q.

2009 and 2010.



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Mgmt Fees
Pro Forma
Adjustment

($43,721) (865,472) (862,936) (340,478) ($34,;252)
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1 WHAT IS ARIZONA-AMERICAN'S 2009 AND 2010 ERISA PENSION COST,

NOT INCLUDING ITS SHARE OF THE SERVICE COMPANY'S PENSION

CUST?

2

3

4 For 2009, the ERISA cost was $2,090,643 and for 2010 it is $2,062,641.

WHAT WOULD ARIZONA-AMERICAN'S PENSION COST FOR 2009 AND

2010 BE IF IT WERE A FAS 87 COMPANY?

Under FAS 87, for 2009 it would have been SZ, 143,740 and for 2010 it would be

$1,587,097.

5

6

7

8

9

10

11

12

IS THE PENSION ACCOUNTING TOPIC OF FAS 87 VERSUS ERISA

DISCUSSED ELSEWHERE IN ARIONZA-AMERICAN'S REBUTTAL

TESTIMONY?

Yes. Please see the rebuttal testimony of Mr, Thomas M. Broderick.

13

14

15

16

17

18

Q- WHERE ARE YOUR REBUTTAL MANAGEMENT FEE ADJUSTMENTS

SUMMARIZED?

A summary of rebuttal Management Fees adjustments is shown below in Table 5. The

Management Fee adjustments MHK-5R .- MHK-SR are also lolled in conjunction with the

Company's schedule C-2 Rebuttal .- Arizona-American Income Statement Pro Forma

Adj ustments.

•

19

A.

A.

A.

Q.

A.

Q.

Q.

Table 5. Summarv of Rebuttal Management Fees Pro Forma Adjustments



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Pension
Expense

Pro Forma
Adjustment

$14,147 $18,438 $18,666 $11,399 $9,646
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1 F PENSION EXPENSE

2

3

4

5

6

7

8

9

10

Q- DOES THE COMPANY NEED TO CORRECT AN ERROR IN ITS ADJUSTED

PENSION EXPENSE IN ITS REBUTTAL FILING?

Yes. In its original filing Arizona-American erred and excluded the test year actual

amount recorded to adjust Service Company pension expense from FAS 87 to ERISA.

Since 2007, the Service Company has charged the Company FAS 87 pension expense

through the monthly Management Fees and the Company records an adjustment to

pension expense to recognize the ERISA level of expense. Although Arizona-American

uses ERISA pension accounting for ratemaking, it is liable for its amount charged from

the Service Company. The Company is including an additional $72,296 in pension

expense for the 5 districts in this case.

12•
13

A.

Table 6. Summarv of Rebuttal Pension Expense Pro Forma Adjustments



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

RC Expense
Amortization
Pro Forma
Adjustment

($12,500) ($5,891) ($12,500) (89,406) (89,406)

Arizona-American Water Company
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1 G RATE CASE EXPENSE

2

3

4

5

6

7

8

9

10

11

• 12

Q~ HAVE YOU INCORPORATED THE ADJUSTMENTS TO PRIOR RATE CASE

EXPENSE PROPOSED BY STAFF WITNESSES MR. BECKER AND MR.

MCMURRY, AND RUCO WITNESS MR. SMITH?

Yes. Staff witness Mr. Becker and Mr. Mcl\/Iurry and RUCO witness Mr. Smith propose

removing any amortizations of remaining balances ofprior-approved rate case expenses

incorporated into the ongoing annual amortization of the pending case's level of rate case

expense. As discussed by Company witness Mr, Broderick, Arizona-American accepts

Staff" s and RUCO's removal of prior-approved rate case expenses in the calculation of

ongoing annual rate case expense amortization. Company Adjustment MHK-lOR -

Accept Staff' s Rate Case Expense Adjustment and Table 7 below shows the Company's

revised position regarding rate case expense.

13 Table 7. Summarv of Rebuttal Rate Case Expense Amortization Pro Forma Adiustrnents

14

15

16

Q- DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY IN THIS CASE?

Yes.

17

A.

A.



REBUTTAL EXHIBIT MHK-1R - City of Glendale Sewage Transportation

Agreement



SEWAGE TRANSPORTATION SERVICE AGREEMENT BETWEEN
THE CITY OF GLENDALE, HARICOPA COUNTY, ARIZONA

AND SUN CITY SEWER COMPANY

THIS AGREEMENT, made and entered i n t o  t h i s l<f"' day

8_nd executed in dupl icate originals (each executed

copy constituting an original) by the CITY OF GLENDALE, a municipal

c o r p o r a t i o n  o f  t h e  S t a t e  o f  A r i z o n a

as "Glendale") and SUN CITY SEW ER COMPANY, an Arizona corporat ion

( h e r e  i n a f  t a r  r e f e r r e d  t o

( h e r e i n a f t e r  r e f e r r e d  t o  a s  " S C S C " ) :

W I T  N  g  s  S  E  T  H :

WHEREAS, SCSC owns and operates a public uti l i ty sewer

system and furnishes sewer service to the publ ic located in and

in the vicinity of Sun City, Maricopa County, Arizona, for residen-

t ial , commercial , i n du s t r i a l and corporate purposes, pursuant

to Certificates of Convenience and Necessity granted by the Arizona

Corpo ra t i on Com~ ~ission; and

WHEREAS, SCSC currently obtains sewage transportation

and sewage treatment services f r o m G l e n d a l e  p u r su a n t  t o  t h e  Ag r e e -

went, dated April 10, 1979, as extended from time to time; and

WHEREAS , SCSC has been advised by Glendale that Glendale

desires to have the  C i t y  o f  To l l e son (here i na f  ta r  re fe rred to

as "Tol l eson") contract directly with SCSC for sewage treatment

services; and

WHEREAS, Tolleson plans on expanding the sewage treatment

o f  i t s  W a s t e wa t e r  T r e a t me n t  P l a n t ;  a n d

*HEREAS, the To l l e s on , P e o r i a , Phoen i x , Glendale

gal Agreement f o r  t he  Cons t ruc t i on , Opera t i on

.Ce of the Joint ly Used Sewerage Transport rat ion



monthly average

Agreement No. 22749; and

Avenue Interceptor exceeds the planned capacity contemplated i n

flow

ration capability in

provide operation, maintenance

and

Interceptor was

i nterceptor s i zing

99th

the City of Phoenix (hereinaf tee referred to as "Phoenix") to

of Van Buren Street (hereinafter referred to as the "99th Avenue

Interceptor")7 and

southern terminus .of the 42-inch interceptor immediately south

ownership in the interceptor running southerly along 99th Avenue

f rom the i n tersect i on of  Ol i ve  Avenue and 99th Avenue to the

Fa c i l i t i e s , dated August 21, 1979, (hereinafter referred to as

"Agreement No. 22749") provides, inter  a l ia , Glendale with capacity

Avenue Interceptor

for

WHEREAS, SCSC desires t:o increase its sewage transpor-

i n terceptor s i z i ng

WHEREAS, the actual "as bu i l t " capacity of the 99th

WHEREAS, pursuant to Agreement No. 22749, the 99th Avenue

WHEREAS, Agreement No. 22749 provides inter  a l ia ,  for

planned

of

the

7.06 mud

99th Avenue Interceptor

accommodate

of

for

10.4

and

flows

mud

replacement services

from SCSC's service area;

(equivalent

a peak hourly

,-.,»1.,;
.1

to a peak

t o a max imam

f low

hourly

o n

f o r

the

WHEREAS, Glendale has rights to sufficient excess capa-

city in the 99th Avenue Interceptor to enter into an agreement

with SCSC for SCSC's f lows from Point 1 to Point A, as ,more
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par titularly described in the revised Exhibit A, dated December

7, 1982, to Agreement No. 22749.

now, THEREFORE, for and in consideration of the foregoing

and of the mutual covenants and agreements herein contained, the

parties hereby agree as follows:

SCSC will contract with Tolleson for sewage treat-

went services for its present and estimated future f low requ i re-

merits •

2 . SCSC will contract with Tolleson to finance,

engineer, construct and i n s t a l l or cause to  be f inanced, eng i -

neared, constructed and installed sewage transportation facil ities,

(and lift: station if necessary), hereinafter referred to as the

T i e - l i n e " f r om e i the r  Po in t 18 or Point A on the 99th Avenue
.-./

0
Interceptor, as. more particularly described in the revised Exhibit

A, dated December 7, 1982, to Agreement No. 22749, to the Tolleson

W a s t e w a t e r  T r e a t m e n t  P l a n t . The precise location of the Tie-line

is subject to the engineering review of SCSC and Tolleson, and

approval by Glendale. Such approval by Glendale shall not be

unreasonably withheld.

3. Glendale hereby grants a license to SCSC in the

capacity rights in the 99th Avenue Interceptor from Point 1 to

the Tie-line for a total peak hourly flow of 10.4 mud.

4 . The initial term of this license shall be for twenty

(20) years, commencing on the date on- which the wastewater transpor-

ration and t;reat-.ment services herein above described are first:

provided by Tollescn. This license will be automatically renewed

..3..



As full and final compensation for the services

provided to SCSC pursuant to paragraph 3, herein, SCSC shall pay

Glendale as follows

for two successive periods of ten (10) years each, so long as

SCSC is not in def aunt in any of its obligations herein

later than the first day of June, 2026, both Glendale and SCSC

shall commence negotiations for construction, extension or renewal

of this Agreement

5

Capital recovery in the amount of $942,664.39

payable in annual installments which shall be calculated

by amer timing said $942,664.39 over a 20-year period at

a 10.6% rate of interest, as set for Rh on Exhibit A attached

hereto and incorporated herein by reference for all purposes

A pipeline license fee for administrative

purposes

by Tolleson

full amount as herein

(2)

in the amount of $1,000 per year shall be paid

annually for the initial 204year term of this Agreement

Said pipeline license fee shall increase to $5,000 per

year during the two successive ten year periods of automatic

renewal of this Agreement. The annual pipeline license fee

beyond the 40th year shall be negotiated

Said annual payments will commence one year subsequent

to wastewater treatment services first being provided to SCSC

The capital recovery payments shall cease when the

computed is fully amortized

Annually, commencing one year subsequent to waste

water treatment services first being provided to SCSC by Tolleson



Glendale shall invoice SCSC pursuant to Paragraph S for the

services provided under this Agreement. SCSC shall remit payment

within 30 days of receipt of said invoice. The payments due and

payable hereunder shall not be withheld as a remedy under this

Agreement. In the event the payments are not received by Glendale

within 30 days of the due date, interest shall accrue at one per-

cent (1%) per month on the unpaid balance.

7. In the event the Tie-line interconnects with the

99th Avenue Interceptor north of Point A, the allocation of costs

to scsc as contained on Exhibit A to this Agreement shall be

adjusted and the annual payment under Paragraph 5 shall be reduced

accordingly.

8. Glendale and SCSC hereby agree that the terms and

conditions set forth in the April 10, 1979 Agreement, as extended

from time to time, will remain. in full force and effect until

sewage

transportation services through the Tie-line are first provided

to SCSC by Tolleson, at which time this Agreement for 10.4 mud

peakhourly flow in the 99 th Avenue Interceptor shall become

the date sewage treatment services of the Tolleson WWTP and

operative .

9. This Sewage Transpor ration Service Agreement is

expressly conditioned upon the following:

The approval of this Sewage Transportation

Service Agreement by the Arizona Corporation Commission.

(b)

(a)

Execution of the agreement with Tolleson and

satisfaction of all conditions precedent contained therein

_.5..



An executedprovided for in Paragraphs 1 and 2 hereinabove.

copy of said agreement is attached hereto as Exhibit B and

incorporated herein by reference for all purposes

10 SCSC will obtain any and all necessary permits

or approvals required to carry out the intention of this Agreement

Glendale agrees to cooperate with and~ assist SCSC in obtaining

those permits or approvals. Any cost or expense associated with

obtaining such permits or approvals shall be paid by SCSC

11 if billed directly

by Phoenix, Phoenix for its proper titanate share for operation

maintenance and .replacement costs assessed pursuant to Paragraphs

9.1 and 9.2 of Agreement No. 22749, said replacement costs being

limited to those defined iN Paragraph 5.9 of said Agreement

In the event the U.S. Environmental Protection

Agency (EPA) grant funding for Glendale's capacity used to provide

the subject service to SCSC via the 99th Avenue Interceptor is

challenged or withdrawn, SCSC shall have the right to participate

in the defense of that action

12

Glendale hereby agrees to support

SCSC's right to the services provided for under this Agreement

If such defense is unsuccessful , SCSC wi l l  puti n  tha t action.

chase its proper titanate share hereunder of the Interceptor upon

obtaining fu l l  l egal  r ight and t i t l e  ( fee ownersh ip)  to  ut i l i ze

i t s share of the f faci l i ties. If said fee ownership i s  no t  pro

vided, SCSC shal l  have the option to withdraw from the use of

the 99th Avenue Interceptor In the event SCSC purchases i t s

proper titanate share of the f abilities or withdraws from the use



of the 99th Avenue Interceptor, then, and in that .event, Glendale

shall provide at no cost to SCSC, an easement within public rights

of way suitable for wastewater transportation facilities comparable

t o the f facilities used t o provide the service under this Agree-

went ¢ Upon withdrawal, scsc shall be relieved of obi gat ions

and from fur thee payments under this Agreement. SCSC fur thee

agrees to indemnify Glendale against any liability, loss or damage

arising out of the EPA action referenced herein or third par Ty

claims regarding SCSC's use o f  t h e  f  f a c i l i t i e s .
`\

13. SCSC I throughout the term of this agreement I s h a l l

maintain an industr ia l  waste p ret rea tment  monitor ing and c o n t r o l

s t a n d a r d , i f  S C S C  h a s  a n y  a p p l i c a b l e i n d u s t r i a l  c u s t o m e r s . Said

standards shal l* comply in every respect with the industrial waste

discharge monitoring and control requirements imposed upon entities

party to joint operation of the 91 st Avenue Wastewater Treatment

Plant in Phoenix, or to similar requirements imposed upon users

of the Tolleson Wastewater Treatment Plant if the latter are more

The industrial waste pretreatment and control standard

established by SCSC shall be at least equal to that established

by Glendale, and shall be subject to inspection and approval by

stringent .

Glendale at intervals not exceeding one year, or more of ten

Such approval by Glendalei f  deemed appropriate by Glendale.

shal l  not be unreasonably withheld.

14. Al l  not i ces or communicat ions perta in ing to th i s

Agreement shal l  be sent to Glendale, addressed as fol lows:

Ci ty  of Glendale
Attn: Martin Vanacour, City Manager
S850 West Glendale Avenue
Glendale, Arizona 85301

'7
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or to such other address as Glendale may advise SCSC in writing,

and to SCSC at:

Sun City Sewer Company
Attn: William J. Ray ro, Manager
(15626 North Del Webb Boulevard)
p. o.Box 1687
Sun city, Arizona 85372

with copy to:

Sun City Sewer Company
Attn: David E. Chardavoyne
Assistant Vice President
High Ridge Park
Stamford, Connecticut 06905

or to such other addresses a s SCSC may advise Glendale in writing.

15. This Sewage Transportation Service Agreement shall

inure to the benefit of and be binding upon the par ties hereto,

their heirs, executors, administrators, successors and assigns,

provided, however, that any assignment shall be approved by the

other par Ty, which approval shall not be unreasonably withheld.

This Agreement shall be governed by and construed in accordance

with the laws of the State of Arizona. This Agreement Constitutes

the entire agreement and understanding between the par ties with

respect to the subject matter hereof and expressly supersedes

and revokes all other prior or contemporaneous promises, representa-

sons and assurances of any nature whatsoever with respect to

the subject matter hereof except as stated in Paragraph 8. The

remedies provided in this Agreement in f aver o f SCSC shall not

be deemed its exclusive remedies but shall be in addition to all

other remedies available at law or in equity. In the event any

provision of this Agreement is for any reason adjudicated defi-

sent, unenforceable, irregular and/or invalid, the parties hereto

i



and each of them, will promptly take such action or proceedings

as may be necessary to correct such deficiency or otherwise valid

date that provision. If any provision of this Agreement is de-

cleared void or unenforceable, such provision shall be deemed

severed from this Agreement, which shall otherwise remain in full

force and effect.

IN WITNESS WHEREOF, the CITY OF GLENDALE and SUN CITY

SEWER COMPANY have caused this Agreement to be signed by its

respective Officer and attested by its respective City Clerk and

Assistant Secretary and their seals affixed hereto, all as of

the day and date first hereinabove set forth.

APPROVED AS TO FORM: CITY OF GLENDALE, a municipal
corpora son

City Attorneys

s ERA' .

B\
May

h

A"1rE:sfr :

SUN CITY SEWER COMPANY,
Arizona corporation

a n

I: \
I

\ t
3 I

1 \ '

J

SEAL I

9A'i'°r'EéT:.

By=~.3»w2é/ 5° 614-4.44
Its I99"!l1l2'nA 2" Y¢.r'P

3

(

r'

4

r

gmA';€1Secretary

f

¢~¢.3.-2--\
P M S  I o / e n  7
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EXHIBIT A

COST ALLOCATION FOR SCSC USE
OF 10.4 MGD IN THE 99TH AVENUE INTERCEPTOR

Line
No. Item

Costs Allocated to
SCSC for 10.4 mud
Peak Hourly Flow

Reach 1 through 18

Construction $466,031.18

2 . 31,591.58

3 .

4 .

Engineering

Subtotal

Interests/

5 . Subtotal

$497,622.76

406,687.182/

s904,309.94
I / 9 4 0 z / ¢/ 6 / " '  1 .

Reach 18 through A

Construction6.

7 . Engineering

$ 19,842.02

1,263.63

8 .

9.

Subtotal

10. Subtotal

$ 21,105.65

17,248.803/

$ 38,354.45

All Reaches

TOTAL $942 ¢664. 39

12. Annual Amortization of
Amount on Line No. 114/ $1151293.42

}_/ At a simple interest rate of 10.6% per annum for the period
of October, 1980 (midpoint of 99th Avenue Interceptor Con-
struction) to July 1, '(scheduled date for completion
of treatment facilities WWTP for use by SCSC).

1988 l
a`EH€To1leson

2/

_?g_/

2/

7.71 years x 10.6% x $497,622.76

7.71 years x 10.6% x $21,105.65

C a l c u l a t e d  u s i n g  1 0 . percentage in teres t  w i th  twenty  (20)
equal annual payments at year end.

_10_
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AMENDMENT HO. 1 TO SEWAEE TRANSPORTATION
SERVICE AGREEMENT BETWEEN THE CITY CF

GLENDAI.IEI HARICOPA courvrx, ARIZONA AND
SUN CITY SEWER COMPANY MAY 21 1391

...:;ar;5 c.s..asst'» =» =- QQ

THIS AMENDMENT NO. 1 t o t h a t certain sewage

T r a n s p o r t a t i o n S e r v i c e Agreement Between t h e c i t y o f G l e n d a l e ,

Maricopa County, Arizona and Sun city sewer company, dated May 14,

(hereinafter "Service Agreement")1985 referred to a s the i s

an original)

executed in duplicate originals (each executed copy constituting

oF GLENDALE, a municipal corporationby the cITy

( h e r e i n a f t e r r e f e r r e d ' t o a s and SUN CITY SEWER

I

COMPANY I a n A r i z o n a corporation

"Glendale" J

( h e r e i n a f t e r r e f e r r e d tr: a s

"SCSC") to b e  e f f e c t i v e  t h e 7 t h  d a y  o f May , 19 91

WHEREAS r the "Tie-line" I a s  d e f i n e d  i n  S e c t i o n  2 o f  t h e

S e r v i c e  A g r eemen t , h a s  b e e n  c om p l e t e d , c om m e n c i n g  a t  p o i n t  1 8  a n d

terminating at the Tolleson Wastewater Treatment Plant; and

W H E RE A S ,  G l en da l e  an d '  S CS C  de s i r e  t o  m od i f y  c e r t a i n  t e rm s

o f  t h e  S e r v i c e  A g r e e m e n t  b a s e d  o n  t h e  l o c a t i o n  o f  t h e  T i e - l i n e .

NOW THEREFORE, the parties agree as follows:

S e c t i o n  2  o f  t } } e  S e r v i c e  A g r e e m e n t  i s  h e r e b y  d e l e t e d

i n  i t s  e n t i r e t y  a n d  t h e  f o l l o w i n g  i s  h e r e b y  a d d e d  t o  t h e  S e r v i c e

1.

Agreement as revised Section 2:

2 . SCSC w i l l c o n t r a c t w i t h T o l l e s o n t o f i n a n c e ,
e n g i n e e r , c o n s t r u c t  a n d  i n s t a l l  o r  c a u s e  t o  b e  f i n a n c e d ,
engineered , c o n s t r u c t e d o r d sewage
t r a n s p o r t a t i o n f a c i l i t i e s (a n d l i f t i f
n e c e s s a r y )  , h e r e i n a f t e r r e f e r r e d t o a s t h e " T i e ~ l i n e " ,
f r o m  P o i n t 18 o n  t h e  9 9 t h  A v e n u e I n t e r c e p t o r , a s  m o r e
p a r t i c u l a r l y  d e s c r i b e d i n  t h e  r e v i s e d E x h i b i t  A , d a t e d
December 7 , 19az, t o  Ag reemen t  No . 2 2 7 4 9 ,  t o  t h e  T o l l e s o n
Wastewater Treatment Plant_

i n s t a j j r
s t  s o n
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2 . Section 5(1) of the Service Agreement herebyi s

deleted in its entirety and the following is hereby added to the

Service Agreement as revised Section 5(1) :

(1) capital recovery i n the amount of $904,309.94,
payable in annual installments which shall be calculated
by amortizing said $904,309.94 over a 20-year period at a
10;6% rate of interest, as set forth in revised Exhibit A
to the Service Agreement, which revised Exhibit i s
attached hereto as Exhibit A.

3 . Section 7 of the Service Agreement is hereby deleted

in its  ent irety.

4 . Exhibit A- attached to the Service Agreement is hereby

deleted in its entirety and Exhibit A attached hereto is hereby

added to the Service Agreement as revised Exhibit A.

A11 terms and conditions contained i n the Service5 .

Agreement which are not expressly modified in this Amendment No. 1

are .hereby confirmed.

IN WITNESS WHEREOF, Glendale and scsc have caused this

Amendment no. 1 to the Service Agreement to be executed by their

duly authori zed respect ive of f i cers.

municipal
APPROVED AS TO FORM:

CITY OF GLENDALE
corporation

city Attorney
By

C manager

AT EST :

c 1  y c l (Seal)
'i-~=>§9;f#»~399»#~

SUN CITY SEWER COMPANY,
Arizona corporation

a n

-n-4,

a*_,T m y

By

-

(Seal)
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EXHIBIT A

COST ALLOCATION FOR scsc USE
OF 1o.4 MGD IN THE 99TH AVENUE INTERCEPTOR,

L i n e
No . It am

Costs Allocated to
scsc for 10.4 mud
Peak Hourly Flow_

Reach 1 through 18

construct ion $466,031.18

31,591.58z . Engineering

S u b t o t a l

Interest;-

$497,622.76

406,s87.1814 .

5 . TOTAL 59041309.94

Annual Amortization gr
Amount on Line No . 119 sP2.44

At a simple interest rate of 10.6% per annum for the period
of October, l98o (midpoint o f 99th Avenue Interceptor
construction) to Ju ly 1, 198a (scheduled date f o r
completion of treatment faci l i t ies at the Tol leson WWTP for
use by SCSC) .

7.71 years x 10.6% x $497,622.76

.3. Calculated using 10.6 percentage interest wi th twenty (20)
equal annual payments at year end.

Where :

i= represents an interest rate per interest period.
n= represents a number of interest periods.
P= represents a present sum of money.
R= represents the end-of-period payment or receipt in

a uniform series continuing for the coming n
periods, the entire series equivalent to P at
interest rate i.

Z.

*ax :

R

l

P x
i_1+i)N

(l+i)N~l.



REBUTTAL EXHIBIT MHK-2R .- City of Glendale Replacement Cost Invoice
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99th Avenue Interceptor Repair Costs 917,906.09$

Citylof Glendale 418

Utilities Department
6210 w. Myrtle Avenue, Suite 112
Glendale. AZ 85301
623.930.2700 fax 623.915.3094

DATE:
INVOICE #

November 6. 2009

99th Avenue
Interceptor Repair

Bill To
Arizona American Water
15626 N. Del Webb Boulevard
Sun City, AZ 85351

TOTAL

Make all checks payable to City of Glendale
If you have any questions concerning this invoice, contact Deborah Lewis, 623.930.2705, dlewis@glendaleaz.com

THANK YOU FOR YOUR BUSINESS!



City'of Glendale
Summary of Repair Costs associated with 99th Ave Interceptor

Invoice# Date Amount Sun city % Sun Gay Cost
#WS90160074
99 Ave Siphon Elimination, North of Van Buren #WS90160074
September 2006-February 2007
March 2007 - May 2008
May 2008 - April 2009

400424626

400512781

400576643

3/13/2007
5/22/2008
S/1/2009

$ 32.83% s

33.00% s

32.38% s

10,007.48

66,314.33

1,628.45
s

30,482.73

200,952.53

5,029.17

236,464.43
#W$90160075
99 Avenue Rehab - Olive to Broadway #WS90160075

Inception through June 2007

July 2007 - June 2008

May 2008 - April 2009

400455209

400516231

400576643

7/31/2007
6/5/2008

5/31/2009

76,954.79

870,008.23

390,528.44

$ 1,337,491.4s

$ 33.18% $

32.46% S

32.38% s

25,533.60

282,404.67

126,453.11

#WS90160076

99 Ave Siphon Structure repairs, North 1-10 #WS90160076

September 200&February 2007

March 2007 -May 2008

May 2008 - April 2009

400425429

400515189

400576643

3/19/2007
5/27/2008
5/31/2009

33,132.96

103,678.65

1,111,719.50

$ 1,248,531.11

s 32.83% s

33.00% S

32.38% $

10,877.55

34,213.95

359,974.77

#WS90160062-1

99 Ave Siphon Structure repairs, Lined Sewer Assessment

December 2005 _ February 2006 400358660 9/6/2006 $ 1,915.29 26.01% s 498.17

TOTAL $ 2,824,402.29 s 917,906.09

\\dcfsOZ\Groups\GroupsFO\UTIL\DLewis\Arizona American\[Cost Spreadsheenxlsxlodor costs(rev)

r
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Month

Net Glendale
Flow (MGD)

SC01 Flow
(MGD)

Total Glendale and
Sun City Flow

(MGD) Sun City % 9/06-2/07 3/07-6/07 7/07-9/07 10/07-121
Jul 06 9.30 3.27 12.57 26.01% 32.83% 33.70% 29.34% 31.41
Aug 06 9.77 3.34 13.11 25.48%
Sep 06 9.22 3.49 12.71 27.46%
Of OF 8.39 3.60 11.99 30.03% 1/08-3/08 4/08-6/08 7/08-3/09 4/09-6/(
Nov 06 8.07 3.93 12.00 32.75% 37.55% 31.50% 32.32% 34.06
Dec 06 8.25 3.94 12.19 32.32%
Jan 07 7.74 4.09 11.83 34.57%
Feb 07 6.17 4.09 10.26 39.86%
Mar 07 5.92 4.18 10.10 41.39%
Apr 07 7.64 3.95 11.59 34.08%
May O7 8.69 3.55 12.24 29.00%
Jun 07 7.77 3.38 11.15 30.31%
Jul O7 ' 8.35 3.42 11.77 29.06%
Aug 07 8.29 3.52 11.81 29.81%
Sep 07 8.82 3.63 12.45 29.16%
Oct 07 9.40 3.75 13.15 28.52%
Nov 07 8.09 4.03 12.12 33.25%
Dec 07 8.41 4.06 12.47 32.56%
Jan 08 8.31 4.10 12.41 33.04%
Feb 08 6.37 4.17 10.54 39.56%
Mar 08 6.12 4.09 10.21 40.06%
Apr 08 6.90 3.71 10.61 34.97%
May O8 7.68 3.34 11.02 30.31%
un08 7.58 3.13 10.71 29.23%

I 08 7.13 3.15 10.28 30.64%
Aug 08 8.35 3.17 11.52 27.52%
Sep 08 8.83 3.15 11.98 26.29%
Od 08 9.40 3.38 12.78 26.45%
Nov 08 6.97 3.63 10.60 34.25%
Dec 08 5.84 3.60 10.44 34.48%
Jan09 7.81 3.76 11.57 32.50%
Feb 09 5.95 3.93 9.88 39.78%
Mar 09 6.08 3.88 9.96 38.96%
Apr 09 5.81 3.59 9.40 38. 19%
May 09 6.74 3.21 9.95 32.26%
Jun09 6.52 3.03 9.55 31.73%
Jul 09 6.78 2.96 9.74 30.39%
Aug 09 6.92 3.04 9.96 30.52%

\\dcfsOZ\Groups\GroupsFO\UI'IL\DLewis\Arizona American\[Deborah_99th Ave Interceptor table (2).xlsx]Revised-O&M
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Wastewater - Misc `revenué
Mal calm Pi Mie, 1°n<' .

W a s t e w a t e r  -  M i s c  r e v e n u e
City of .Phoenix Project; Costs

Costs for 934:11 Ave Siphon Eli/ninariarr
North of van Eurefn .
___D]_¢; ;:;'s:s15:2f.'?;
Proje€C Costs Eronz Septmebér 20116 thru February 200?
This invoice i s based am capacity ownership in the

99th ave Incercepbor. IGA represeafzratives may
decenuine to reconcile costs with average cally flow

war)  dace . i f /when avai lab le in  the f uture,

items fetal
Taxes .

Total amount due.....

A *\» 6
Q 2w"*`=='i` c

I

1

> 3 ~ 5 5 "

24,852.45s

5,s3u,33

>.aC3

1 EA

1 EA

24,  852.48s

5,636.33

36,432,?3

L D148--lddik -sue; -5- Béé Hd-l»d¢4 -1 44

3

--up-»»*»» ne-- lin - lu

$ 30§482-73
_ » _¢¢~u¢ - -

Ntmrnbgr
. ¢4 -

s .  s JL su » .

•

iMiwé. .  f i éia
03f 14/2807

» »»» . ,.  1L ".  ' . v.. . . l
_ ..¢  4 . . ¢•LP

¢ .
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G4i*13/2007 $30,482.73I

Make dlcek or money order pqwble to cry of Phoenix
Include your name and Cuuaunrr No. an check or money order
Payments can be made in person Ar 251 W. Washington St.. 11l.ir¢!
Fhaar. Iii: statement Ly available Rh altemadve fommzs upon request.
THE' numiazr is (602)534-5500.

BILL TO
CITY Ur GLENDALE
CHRIS OCHS
6210 w MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

CITY OF ~pHo.Enlx
P.O. Box 78815
Phoenix, AZ 85062-8815

PLEASE DETACH AND RETURN THIS PORTION VVITH YOUR PAYMENT

im¢¢'i¢:

f;nTv QE pHQ8u;x
251 W est W ashington Street

Phoenix. Arizona 85003-2295

Signature'

VISA

Credit Card Account Number:

Expiration Date:

Check or Mama? Greer

Credit Card

(Credit Card only)

SOLD TO
CITY OF. GLENTJALE
6210 w MYRTLE AVE STE 112
GLENDALE As 85301-1700

MC DISCOVER OTHER

P a g e o f

4994245825 t
)l

0.].f]I]084!:DU535i]40D'-IE4bE.'I=EDDOODUI]U03048EI?3lE

nzuaxp
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Wastewater - Misc revenue
Project Engineering Consultants Led.

Wastewater - Misc revenue

CIR of z..4.v..3\... -'~.»,éd{ ;':'*:

Cnslts for sscn Ava Szpnon Elznaznatnon

Norah van Buren
Project #ws9a1soo14

project: Costs from March :wav thru May 2008
This iv-rvr>ir~e Le based on capacity ownership in the
99th Ave interceptor. IGA representatives may
dezenmne to reconcile costs we Lia avuxage daily flow
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06/21/2008 $200,952.53
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Make check or money order payable Gay ay' Phalemic
Include your name avid Cn.va'auner No. on duck or whey order
Phyman: can be made in person Ar 251 W. Washington St., hind
Hoop This statement Ir aliaibble in alteration jbrmars aqpon
TTY number is (602) 534-5500.

B I L L  T O

CITY OF PHOENIX
P.O. Box 78815
Phoenix, AZ 85052-881

G L E N D A L E

CHRIS
6 2 1 9

CITY

xx

W

OF
O C H S

MYRTLE

GLENDALE

As 8 5 3 0 1 - 1 7 0 0

PLEAMSE DETACH AND RETURN '|, Hi$ PORTION WITH YOUR FAYMENT

Avg S'T'E

c:Tv OF PHOENI

Phoenix, Arizona 85003-2295

112

251 West Washington Street

request.

Signature:

VISA

Expiration Date~

Credit Card

Check or Money Order

Credo Card Account Number

(Credit Card Only)

S O L D

CITY
6 2 1 0

MC

LENDALE

Annxr

TO
OF

Due Date

MYRTLE

DISCQVER

Number/Date

Customer Member
Contact/Phone

400512781

I-nnance Utica. (602) 256-5640

G L E N D A L E

AZ

996

8 5 3 0 1 - 1 7 0 0

OTHER

AVE

05/22/2008

page of

8460053

ST

06/21/2008

112

sinn3a;8,=,=;§@_3g41a'hau |
8460053 400512781
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CITY OF GLENDALE
MICHAEL WEBER
6210 W MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

CITY OF PHQENIX
251 West Washington Street

Phoenix, Arizona 85003-2295

SOLD TO
CITY OF GLENDALE

10 W MYRTLE AVE STE 112
GLENDALE As 85301-1700

Due Date: 05/31/2009

Number/Date
4 0 0 5 7 6 6 4 3

Customer Number: 8460053
Contact/Phone
Finance Util. ( 6 0 2 )  2 5 6 - 5 6 4 0

05/01/2009

Pacts 1 Qt

3814919 .11

1.1. *103.8.58

88Q; 39

PLEASE DETACH AND RETURN THIS PORTION WITH YOUR PAYMENT

Check or Money Order

Credit Card

vi s A  uh  axs z r  or s c wvn  c r am
Credit -~--1° Number Zip Code

CITY OF PHOENIX
p.o. Box 78815
Phoenix, AZ 85062-8815
Mark: Chad: Ur money order payable m City of Phoenix
lnchldk your name and Cusmuner No. on check or money order

rnerua Lu LI nfnv/Jn fn 251 W wmimwn Sr.. Third

Signature

(Credit Card Only )

no-. 'Whir sxnlumenr is available in alzemaniae fomanzs upon request
m Immbler is 4609) 534-5500

05/31/za09 $1.507,27li.11

UI» 0D!]8'4bDU535U4U[l5l?bb433[]{10§]Df]I]]» 5U?E77111177
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400455209 07/31/2007

Due Date: 08/30/2007

Customer Number: 8460053
Canto~t/Phone
Finance Ut11.  (602)  256-5640

1 W a s t e w a t e r  -  M i s c  r e v e n u e
\..n.)- 44 £'I.n.4=1u.A9 x.Q4:»:

costs :or :Was Ave Rehab-01119 to BtvnladWay
projec t W590160075

project cases arm: concwnacr Inception mwugn June
2oo7, .

I
Items total
Q8xBg~

Total amount due.. . . .

I

1 s 76 , 934 -?'5
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•

4

1 NA 16 .  954 .719s

4-*_ »~.¢»»

76,954 .ves

s 76v954 . , `8'3
an--» 4l¢ 81-9..»-.
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Make check or money order payab le ro  Ci ty o f  Phoenix
Inchzde your name and Ozstomer No.  on  check or money order
Paymcniv can be made in  person Ar 251 W.  Washington So. .  Th i rd

loan This .vtarement is avui lWle in al temalive fanuars upon request.
n u mb er i s  (602)  534-5500

B I L L  T O:
CITY OF GLENDALE
CHRIS OCHS
6210 w MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

r

OF PHOENIX
.u. UUA 78815

Phoenix. AZ 85062-8815

CITY

U]»l]l]08'4l=U0535[]*lClU'-I 558[l99D000[l0DD07b9S4791b

' H a s  Q E T A C H  A N D  R E T U R N  T " - 1 1 s  m a r l o n  ' M T H  Y O U R  P A Y M E N T

CITY OF PHOENIX
251 West Washington Street
Phoenix. Arizona 85003-2295

V I S A

S i g n at u re :

C r e d i t  C a r d

E xp i ra t i o n  Da t e :

C h e c k  o r  M o n e y  O r d e r

C r e d i t  C a r d  A c c o u n t  N u m b e r :

(Credit Card Only)

SOLD TO:
CITY OF GLENDALE
6210 w MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

MC AM8IP DISCOVER
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Wastewater  -  M isc revenue
Adzren Gardner CM Q Risk

Wastewater M isc revenue
city of Phi/misc. project Costs

i'

1
llCosts for 99th Ave Rehab-Qlive to Broadway

proie¢¢.wss04soo7s

1*z'*v4~°t -=!:s f*~m Jnlv 2007 th.rou#b June 2008
.. -......

t o t a l 870,908-23I t e m s
T a x e s

T ¢ t a l  a m o u n t  d u e . . . . .
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B I L L  T O :
C I T Y  O F  G L E N D A L E
C H R I S O C H S
6 2 1 0  w  M Y R T L E  A V E  S T E  1 1 2
G L E N D A L E  A Z 8 5 3 0 1 - 1 7 0 0

Make check or money order payable to City of Phoenix
Include your name and Elastomer No. on check or money order
Payments can be made in person at 251 W Washington St., Third
Hoof. This statement Ir available in alternative format: upon request.
T IY . Er is (602) 534-5500.

CITY OF PHOENIX
P.O. Box 78815
Phoenix, AZ 85062-8815
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400515231

PLEASE DETACH AND RETURN THIS PORTlON WITH YOUR PAYMENT

CITY OF PHOENIX
251 West Washington Street

Phoenix, Arizona 85003-2295

06/05/2008

VISA

Signature:

Check or Money Order

Expiration Date:

Credit Card

Credit Card Account Number

(Credit Card Only)

S O L D T O :
C I T Y  Q F  G L E N D A L E
6 2 1 0  W  M Y R T L E  A V E  S T E  1 1 2
G L E N D A L E  A Z  8 5 3 0 1 - 1 7 0 0

MC zumxr

Due Date:

CustoMer Number: 8460053

Contact/Phone
Finance Util.

DISCOVER

400516231

I

OTHER

(602) 256-5640

0 6 / 0 5 / 2 0 0 8
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400576643 05/01/2009

Date:Due 05/31/2009

-

(".u¢4tumer Number: 8480053

Contact Phone
Finance Util. (6021 256-5640

'J :
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. l`?'>* s

'*:
' au.

*age 2 QF

CITY OF PHOENIX
251 West Washington Street

Pivservhr, Arizona 850032295

BILL TO:
CITY OF GLENDALE
MICHAEL WEBER
8210 w MYRTLE AVE STE 112
GLENDALE As 85301-1700

SOLD TO:
CITY GF GLMUALE
6210 w MYRTLE PVE STE 112
GLENDALE AZ 85301-1700

aw . .£§a*¥e~§¥iem§

1 1
Replaceden

PrQje¢n #w3901604776 E 3 l
1

project cases IIOIR 3328 Zhroné -1 _ggrg

1
\

383,251.50 1 EA 383,2s1-5a*
Was tzewat Er .dl Misc revenue
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Wastewater - Misc revenue
,276,94 ,276.94*'l

end 43:5 Pbx/.misc Protest CQSES

"*='*=~ Fr'-~ 99th Ave Rehab-Glxve :oz Biz:=ad»ray"

ProjEct #ws9o1son75
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3"ra_;.='.~.... 6 9 - 8 . 3 * z * _am M - ~ t y 3 9 0 8 i n A p r ! ! ' n n n n
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Due Date: 04/18/2007

Customer Number: 8460053

Cor1tactJPhone

Finance Util. (602) 256-564-0
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Make check or money order payable to City of Hioenbr
Include your name and Customer No. on check or money order
Payments can be made in person ax 25] W Washington So., Third
Floor. This statement Ls available in alternative fonrnazs upon request.
HY number Li (502) 534_5500.

CITY OF PHOENIX
PD. Box 78815
Phoenix, AZ 85062-8815

BILL TO:
CITY OF GLENDALE
CHRIS OCHS
6210 W MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

Sumner

PLEASE DETACH AND RETURN THIS PORTION WITH YOUR PAYMENT

CITY OF PHOENIX
251 West Washington Street

Phoenix, Arizona 85003-2295

Signature:

(Credit Card Only)

Check or Money Order
Credit Card
VISA MC AUEXP DISCOVER OTHER
Credit Card Account Number:

Expiration Date:

SOLD TO:
CITY OF GLENDALE
6210 w MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

/ 1

Page 1 of 1
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Due Date: 06/26/2608
o

Customer Number: 8460053
Contact phone

Finance Util. {502) 255-5640
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Wastewater - Misc. revenue
ci' C.4{::*c'.:,.2."8, Inc,

wastewater »  miss revenue
f'ipy Rf Ph);/M1 su Pz'cxjleL't Casts

SO..»»..; Iv; 22:21 Are .'.;';:1*.:'/n S5rx:*:1:'s; RcpaIrl1 L

Replacement

Project #9.9942260976

Projrzczt casts from March 2961 thru May 2`Of28
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Make cheek or money order payable to City of Phoenix
Include your nanue did Gummer Nu. on check or money order
Hzyments can be made in person at 251 W. Washahgton So., 198134
Ftavr. 17lia' naxemzm is available in alnémmive formats nippon request.

BILL. TO:
CITY OF GLENDALE
CHRIS OCHS
6210 W MYRTLE AVE STE 112
GLENDALE As 85301-.1"/00

CITY OF PHGENI-X
p.o. Box 78815
Phoenix, AZ 85062-8815

*t r Q r ¢ 4

~ 4

..1.

r" :» -3; ',§; : ,» *cH ,as-'Q a=Tua» \s Tens DQ9T§8%£ isTH vru=z=4 w» ymFr~1T

clTv GF PH()EN!X
251 West Washington Street

Phoenix. Arizona 85003-2295

Signature:

{Eredit Cara? Gn8.y)

VISA MC Amer DISCOVER

Credit Gard Account Number:

Check Ar M499 Gr-der
Credit Card

Expiration Date:

SOLD TO:
CITY OF GLENDALE
6210 w MYRTLE AVE STE 112
GLENDALE Az 85301-1700

men: B

O T H E R

Page 1 of

06/26/2008 $103,578.65
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Nurnbe iiliae
4 0 0 5 7 6 6 4 3 0 5 / 0 1 / 2 0 0 9

Due Date. 05/31/2009

8460053Customs N be
Contact/Pho
Finance Util. (602) 256 5640

8 .1.. i 829I.8$.

l E A 3 i 2? .H1

{$
l
1

1

"\.4

3..

2

so

4005766438460053 0801/2009

liter# I

1sJIL.L» 'l`U 1
C I T Y  O F  G L E N D A L E
M I C H A E L  W E B E R
6210 W MYRTLE AVE STE 112
GLENDALE AZ 85301-1700

Wastewater - Misc revenue
Project  Engineeri lg Consultants L:d_

w a s t e w a t e r v s  S c  r e v e n u e
C i t y of Pnx/mase Project: Costs

W a s t e w a t e r  -  M i s c  r e v e n u e
nest Cavil Candra;cm§ lm:.

W a s t : ° w a t e r M i s c  r e v e n u e .
city of Pix/Misc. project: costs

Make check or money order payable ro City of Phoenix
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District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 (866,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun Ci ty
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$528,986 $776,673 $88,073 ($66,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun Ci ty
Wastewater

Sun Ci ty West
Wastewater

Adjusted TY
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712

Arizona-American Water Company
Corrections to Rebuttal Testimony of Miles H. Kiser

Page iii, line 14, DELETE:

Page iii, line 14, INSERT:

Page iii, line 19, DELETE:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,963,758 $8,506,428 $8,548,929 $6,007,429 $5,219,712

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 ($66,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$528,986 $776,673 $88,073 ($66,402) $441,997

Page 2, line 2, INSERT:
Statement".

II - Schedule C-1 Rebuttal Arizona-American Adjusted Test Year Income

Page 7, line 3, DELETE;

Page 7, line 3, INSERT:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,963,758 $8,506,428 $8,548,929 $6,007,429 $5,219,712

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Labor
Pro Forma
Adjustment

($14,417) ($31,378) ($25,483) (818,616) ($21,078)

Page 7, line 8, DELETE:

Page 7, line 8, INSERT:

Page 9, line 10, DELETE:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewa ter

Sun City
Wastewater

Sun City West
Wastewater

Labor
Pro Forma
Adjustment

($24,152) ($31,378) ($25,483) ($18,616) ($21,078)

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun Ci ty West
Wastewater

Mgmt Fees
Pro Forma
Adjus tment

($43,721) ($65,472) ($62,936) ($40,478) ($34,252)

Page 10, line 10, DELETE; "2008 test year actual.
11

Page 10, line 10, INSERT: "2008 adjusted test year amount."

Page 10, line 14, DELETE: "SIX".

Page 10, line 14, INSERT: "SEVEN".

Page 12 , lines 10 to 13, DELETE: "Arizona-American's pension and OPEB costs are determined
by Towers Perrin, a nationally recognized actuary. Towers Perrin determined the Service
Company's 2009 pension funding obligation during 2008".

Page 12, lines 10 to 13, INSERT: "Towers Perrin (now Towers Watson) determined the minimum
pension funding necessary for American Water to avoid "at risk" status under the Pension
Protection Act ("PPA"), a minimum obligation to which Service Company shares."

Page 15, line 19, DELETE:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun Ci ty
Wastewater

Sun City West
Wastewater

Mgmt Fees
Pro Forma

Adjustment
($50,236) ($65,472) ($62,936) ($40,478) ($34,252)



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 (566,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun Ci ty
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$528,986 $776,673 $88,073 ($66,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TX
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712

_Ill l l  Iin I l l a l

0.

Arizona-American Water Company
Corrections to Rebuttal Testimony of Miles H. Kiser

Page iii, line 14, DELETE:

Page iii, line 14, INSERT:

Page iii, line 19, DELETE:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,963,758 $8,506,428 $8,548,929 $6,007,429 $5,219,712

District
Anthem
W a te r

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun Ci ty West
Wastewater

Adjusted TY
Operating

Income
$519,034 $769,886 $88,927 ($66,402) $441,997

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun Ci ty West
Was tewater

Adjusted TY
Operating
Income

$528,986 $776,673 $88,073 ($66,402) $441,997

Page 2, line 2, INSE9Tz
Statement".

Sc I Schedule C-1 Rebuttal Arizona-American Adjusted Test Year Income

Page 7, line 3, DELETE:

Page 7, line 3, INSERT:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,973,710 $8,513,215 $8,548,075 $6,027,429 $5,219,712

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,963,758 $8,506,428 $8,548,929 $6,007,429 $5,219,712

District
Anthem
Water

Sun City
Water

Anthem/
Agua F r i a

Wastewater

Sun Ci ty
Wastewater

Sun Ci ty West
Wastewater

Labor
Pro Forma
Adjustment

($14 ,417) ($31,378) ($25,483) ($18,616) ($21,078)

Page 7, line 8, INSERT.

Page 9, line 10, DELETE;



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Labor
Pro Forma

Adjustment
($24,152) ($31,378) (825,483) ($18,6l6) ($21,078>

District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Mgmt Fees
Pro Forma
Adjustment

($43,721) ($65,472) ($62,936) ($40,478) ($34,252)

Page 9, line to, INSERT

Page 10, line 10, DELETE: "2008 test year actual

Page 10, line 10, INSERT: "2008 adjusted test year amount

Page 10, line 14, DELETE: "SIX

Page 10, line 14, INSERT: "SEVEN".

Page 12 , lines 10 to 13, DELETE: "Arizona-American's pension and OPEB costs are determined
by Towers Perrin, a nationally recognized actuary. Towers Perrin determined the Service
Company's 2009 pension funding obligation during 2008".

Page 12, lines 10 to 13, INSERT: "Towers Perrin (now Towers Watson) determined the minimum
pension funding necessary for American Water to avoid "at risk" status under the Pension
Protection Act ("PPA"), a minimum obligation to which Service Company shares."

Page 15, line 19, DELETE:



District
Anthem
Water

Sun City
Water

Anthem/
Agua Fria

Wastewater

Sun City
Wastewater

Sun City West
Wastewater

Mgmt Fees
Pro Forma

Adjustment
($50,236) ($65,472) ($62,936) ($40,478) ($34,252)
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1 EXECUTIVE SUMMARY

3 Sheryl L. Hubbard testifies as follows:

Sponsored Schedules

5 Ms. Hubbard sponsors the following schedules for each district in the case:

Schedule A-2 - Arizona American Summary of Results of Operations
Schedule A-4 -- Arizona American Construction Expenditures and Gross Utility Plant in
Service
Schedule A-5 - Arizona American Summary Statements of Cash Flows
Schedule C-1 - Arizona American Adjusted Test Year Income Statement
Schedule C-2 - Arizona American Income Statement Pro Forma Adjustments
Schedule C-3 - Arizona American Computation of Gross Revenue Conversion Factor
Schedule E-3 - Comparative Statement of Changes in Financial Position
Schedule E-7 - Operating Statistics
Schedule E-8 - Taxes Charged to Operations
Schedule F-1 -- Projected Income Statements
Schedule F-2 -- Projected Statements of Changes in Financial Position
Schedule F-3 - Proj ected Construction Requirements
Schedule F-4 ...- Assumptions Used in Rate Filing

Operating Income Adjustments

Ms. Hubbard sponsors the following adjustments to operating income:

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

Adjustment SLH-1 - Annualize Payroll and Payroll Tax Expense
Adjustment SLH-2 -- Annualize Pension Expense
Adjustment SLH-3 - Annualize 40lK Expense
Adjustment SLH-4 -. Annualize Insurance Expense
Adjustment SLH-5 - Annualize Purchased Water
Adjustment SLH-6 .-- Remove CAP Revenue and Expense
Adjustment SLH-7 -- Annualize Waste Disposal Expense
Adjustment SLH-8 .- Water Testing Expense
Adjustment SLH-9 .- Specialist on Industrial Pre-Treatment
Adjustment SLH-10 - Adjust Conservation Expenses
Adjustment SLH-ll -- Tank Maintenance Accrual
Adjustment SLH-l2 - Annualize Property Taxes
Adjustment SLI-I-l3 - Remove Other Income and Deductions
Adjustment SLH-l4 -- Annualize OPEBs
Adjustment SLH-l5 - Interest Synchronization
Adjustment SLI-I-16 -- Federal and State Income Taxes
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Additional Subject Matter

4
5
6
7

Ms. Hubbard also supports the following requests by Arizona American

Allocation of the Northwest Valley Regional Treatment Facility plant investment and
operating expenses between Sun City West Wastewater district and the Anthem/Agua
Fria Wastewater district; and

10 Arizona Alnerican's request for a tank maintenance reserve to fund tank maintenance
expenditures
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1

2 I. INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS, AND TELEPHONEQ.3

4 NUMBER.

5

6

My name is Sheryl L. Hubbard. My business address is 19820 N. 7th Street, Suite 201,

Phoenix, Arizona 85024.

7 Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

8

9

I am employed by Arizona American Water Company ("Arizona American") as a

Manager, Rates & Regulation.

10 Q- PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR ARIZONA

AMERICAN.11

12

13

14

My primary responsibilities are to prepare, coordinate and manage rate applications and

other regulatory filings consistent with the applicable regulatory agency's filing

requirements. I also administer tariffs and support rate case-related public outreach.

15

16

Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATION.

17

18

19

20

21

22

23

24

25

26

A.

A.

A.

A. I have 30 years of experience in public utility accounting and regulation, 18 years

employed by the Michigan Public Service Commission ("Michigan Commission") as an

auditor/audit manager as well as a Commissioner's Assistant. During my employment

with the Michigan Commission, my responsibilities included preparing revenue

requirement calculations for water, steam and electric utilities. After my employment

with the Michigan Commission, Iras employed by the Arizona Corporation

Commission ("Commission") as the Chief of the Accounting and Rates section.

Following my employment with the Commission, I joined Citizens Communications

Company ("Citizens") as a Regulatory Accounting Manager in its Arizona Gas division.

My responsibilities with Citizens included ensuring compliance with applicable state
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1

2

statutes, regulatory rules and decisions, as well as preparation of rate cases and other

regulatory filings with state regulatory agencies in Arizona and Colorado.

3

4

5

6

7

After my employment with Citizens, I joined Arizona Water Company as Manager of

Rates and Regulatory Accounting. As the Manager of Rates and Regulatory Accounting,

my responsibilities included monitoring regulatory actions taken by the Commission,

ensuring compliance with decisions of the Commission, filing necessary tariffs, preparing

rate cases and other regulatory filings for submission to the Commission, and appearing

as a witness before the Commission.8

9 I have been employed with Arizona American since March 2007.

10

11

12

Shave a Masters in Business Administration from the University of Phoenix and my

undergraduate degree, a Bachelor of Arts degree with a major in Accounting was

obtained from Michigan State University. I am a licensed, certified public accountant in

13 the states of Arizona and Michigan.

14 Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE REGULATORY

15 COMMISSIONS?

16

17

18

Yes, I have testified before the Arizona Corporation Commission on numerous occasions.

I have also testified before the Michigan Public Sen/ice Commission and the New

Mexico Public Regulation Commission.

19 11. PURPOSE OF TESTIMONY

20 Q- WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

21 The scope and purpose of my testimony are set filth in my Executive Summary.

22 Q- HOW IS YOUR TESTIMONY ORGANIZED?

23

24

A.

A.

A. Arizona American is requesting rate changes for the Anthem Water, Sun City Water,

Anthem/Agua Fria Wastewater, Sun City Wastewater, and Sun City West Wastewater in
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1

2

3

4

5

6

7

8

9

10

this proceeding. Each water and wastewater district has been assembled as a stand-alone

filing complete with all standard filing requirement schedules. Whenever possible,

schedules and adjustments will be discussed as applicable to the two water and three

wastewater districts previously identified. In addition, a summary table is included

detailing Arizona American's proposed adjusted operating income by district for

Schedule C-1. Similarly, since most of the proforma adjustments that I am proposing

are premised upon the same underlying principles regardless of the district, theproforma

adjustments are discussed herein by adjustment number which correlates to the

normalizing/annualizing adjustment. Forany proforma adjustments that do not apply to

all five of the water and wastewater districts, the proposed adjustment will be discussed

11 for the specific district or districts affected.

12 Q- DOES YOUR TESTIMONY INCORPORATE RECOMMENDATIONS OF

13 OTHER COMPANY WITNESSES?

14

15

16

Yes, it does. Shave incorporated recommendations or adjustments sponsored by Mr.

Buls, Mr. Cole, Ms. Gutowski, Mr. Kiser, and Mr. Grossas proforma adjustments to test

year expenses when applicable.

17 111. SPONSORED SCHEDULES

18 Q- PLEASE IDENTIFY THE SCHEDULES YOU ARE SPONSORING.

19 I am sponsoring the following schedules for each of the two water and three wastewater

districts :20

21

22

Schedule A 2 Arizona American Summary of Results of Operations

Schedule A 4 Arizona American Construction Expenditures and Gross Utility Plant

23 Serf* Ce

24

25

Schedule A 5 Arizona American Summary Statements of Cash Flows

Schedule C-1 - Arizona American Adjusted Test Year Income Statement

26

A.

A.

• Schedule C-2 - Arizona American Income Statement Pro Forma Adjustments
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1

2

3

4

5

6

7

8

Schedule C-3 - Arizona American Computation of Gross Revenue Conversion Factor

Schedule E-3 - Comparative Statement of Changes in Financial Position

Schedule E-7 - Operating Statistics

Schedule E 8 Taxes Charged to Operations

Schedule F 1 Projected Income Statements

Schedule F 2 Projected Statements of Changes in Financial Position

Schedule F 3 Projected Construction Requirements

Schedule F 4 Assumptions Used in Rate Filing

9 IV. SUMMARY SCHEDULES

10 Q. PLEASE EXPLAIN SCHEDULE A 2?

11

12

13

14

15

16

17

Schodulo A 2 titled "Summary Results of Operations" is provided for each of Arizona

American's water and wastewater districts included in this application. Schedule A 2

summarizes operating history for the years 2006, 2007, and the test year 2008, as well as

projected year 2009. The figures summarized for the test year are shown both

unadjusted, as reflected in Arizona American's accounting records, and adjusted for

mown and measureableproforma changes detailed in Schedule C 2 for eachwater and

wastewater district in Arizona American's application.

18 Q - PLEASE EXPLAIN SCHEDULE A 4?

19 A.

20

21

22

23

24

Schedule A 4 titled "Construction Expenditures and Gross Utility Plant in Service"

presents the historical construction expenditures for the years 2006, 2007, and test year

2008, as well as three years ofproj ected construction expenditures (2009, 2010, and

2011). This schedule also summarizes the annual net plant placed in service and the

balances, both actual and projected, of gross utility plant in service for the same periods

shown for construction expenditures. Mr. Gross provides direct testimony on test year

25

A.

and projected construction activities for this proceeding.



District
Anthem
Water

SUD City
Water

Anthem/
Agua Fria

Wastewater

Sllll City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating

Income
$439,964 $861,085 $(191,785) $(51,593) $614,124
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1 Q- PLEASE EXPLAIN SCHEDULE A 5?

2 A. Schedule A 5 titled "Summary Statements of Cash Flows" is a statement of cash flows

3 detailing the changes in the cash accounts for years 2006, 2007, and test your 2008 as

4 wall as prob ectcd your 2009.

5

6 v. ADJUSTED OPERATING INCOME

7 Q, PLEASE EXPLAIN SCHEDULE C-1?

8

9

10

11

12

Schedule C-1 titled "Adjusted Test Year Income Statement" sets forth revenues and

expenses and the resulting net income both on an historical unadjusted basis and an

adjusted (including pro forma adjustments) basis. This schedule also contains a summary

of the proposed revenue increase and the associated tax effects for which allowance is

afforded by the revenue conversion factor.

13 Q- WHAT IS ARIZONA AMERICAN'S ADJUSTED OPERATING INCOME BY

14 DISTRICT IN THIS PROCEEDING?

15

16

The following tables summarize Adjusted Operating Income for each water and

wastewater district seeking rate increases in this proceeding:

17 Table 1 - Adjusted Test Year Operating Income

18

19

20

A.

A.
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A OPERATING REVENUES

2 Q WHAT OPERATING REVENUE ADJUSTMENT ARE YOU SPONSORING IN

THIS PROCEEDING?

4 A I Mn responsible for removing revenues from surcharges authorized by the Cormnission

for recovery of Central Arizona Project ("CAP") water costs for the Sun City Water

district in Adjustment SLH 6. Ms. Gutowvski is Arizona American's witness for the

remainder of the Operating Revenue values

8 Q WHY ARE YOU REMQVING CAP-SURCHARGE REVENUE?

9 A The Commission has authorized mechanisms to recover deferred and ongoing CAP

municipal and industrial charges ("M&I Charges") incurred by Arizona American for

Sun City Wator. These mechanisms enable Arizona American to retain its CAP

allocations by providing cost recovery of the expenses associated with purchasing this

renewable source of water that is a vital part of the long term water supply for this

district. CAP surcharge revenues are removed from the calculation of adjusted test year

revenue to enable Arizona American to continue the recovery of the changes in CAP

related charges through the Commission authorized mechanism

17 Q WHAT IS THE MECHANISM AUTHQRIZED BY THE COMMISSION FOR

SUN CITY WATER DISTRICT?

19 A

22

23

24

25

In Decision No. 62293 (issued February 1, 2000), the Commission approved a

Groundwater Savings Fee for the Sun City Water and Sun City West Water districts in

conjunction with a request to recover deferred and on going CAP capital charges not

used or delivered to the Maricopa Water District Recharge Facility ("MWD"). Tho

Corrlrnission's decision provided a surcharge mechanism to recover both deferred CAP

capital charges and the on going capital and delivery charges. The Sun City Water

district has an allocation of 4,189 acre feet of water, of which 4,105 acre feet were
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delivered to MWD during the test year (evaporation constitutes the difference between

the allocation and delivery figures)

5

6

7

The approved mechanism for Sun City Water District provides for recovery of deferred

CAP M841 charges of $872,160 over a live year period beginning in February 2001 and a

separate adjustable surcharge for the recovery of on going CAP capita] and delivery

charges. As of January 3 l, 2006, Arizona American has fully recovered the deferred

CAP capital charges, however, we continue to incur the ongoing capital and delivery

8 charges.

9 Q. IS ARIZGNA AMERICAN PROPOSINC ANY REVISION TO THE

10 CRGUNDWATER SAVINGS FEE FDR SUN CITY WATER DISTRICT?

11 No. The mechanism as originally designed allows for increases and decreases in the cost

12

13

14

15

16

of CAP water and provides an efficient procedure for billing customers for this cost

without over or under recoveries. Accordingly, Arizona American is not seeldng to

modify this mechanism at this time. The Company will file a Groundwater Savings Fee

application to revise the Groundwater Savings Fee in the near future to reflect current

actual balances in its CAP balancing account and current CAP capital and delivery rates.

17 B OPERATING EXPENSES

18 Q- WHAT ARE ARIZONA AMERICAN'S REQUESTED TOTAL OPERATING

19 EXPENSES BY DISTRICT?

20 The following tables summarize adjusted test year operating expenses for each district:

21

22

23

A.

A.



District
Anthem
Water

SUD City
Water

Anthem/
Agua Fria

Wastewater

SUI] City
Wastewater

Sun City West
Wastewater

Adjusted TY
Operating
Expenses

$6,917,023 $8,422,016 $8,828,909 $5,991,974 $5,040,379
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1 Table 2 - Adjusted Test Year Operating Expenses

2

3 C PRO FORMA ADJUSTMENTS

4

5 Q. WHAT PRO FORMA ADJUSTMENTS TO THE HISTORICAL TEST YEAR

6 ARE YOU SPONSORING?

7 Arizona American has identified known and measureable changes to the historical test

8 year revenues and expenses for each of the categories listed below.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Adjustment SLH-1

Adjustment SLH-2

Adjustment SLH-3

Adjustment SLH-4 -

Adjustment SLH 5

Adjustment SLH 6

Adjustment SLH-7

Adjustment SLH 8

Adjustment SLH-9 -

Adjustment SLH-10

Adjustment SLH 11

Adjustment SLH 12

Adjustment SLH 13

Adjustment SLH-14

Adjustment SLH 15

.- Annualize Payroll and Payroll Tax Expense

_- Annualize Pension Expense

- Annualize 401K Expense

Annualize Group Insurance Expense

Annualize Purchased Water

Remove CAP Revenue and Expense

_. Annualize Waste Disposal Expense

A.

Water Testing Expense

Specialist on Industrial Pre-Treatrnent

- Adjust Conservation Expenses

Tank Maintenance Accrual

Annualize Prop erty Taxes

Remove Other Income and Deductions

- Annualize OPEB Expense

Interest Synchronization



2006 2007 2008

Total Pension
Expense $1,166,799 $1,013,709 $2,090,643
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/\djustmcnt SLH 16 Federal and State Income Taxes

3 Q PLEASE EXPLAIN ADJUSTMENT SLH-1 .- ANNUALIZE PAYROLL AND

PAYROLL TAX EXPENSE?

5 Adjustment SLH-1 is a proforma adjustment to annualize the latest known pay rates for

employees of Arizona American and calculate the payroll tax expense associated with the

change in payroll expense. The latest known rates, which became effective March 24

2009, form the basis of the annualization adjustment, however, Arizona American will

update this adjustment for the 2009 pay rates if the hearing schedule permits the inclusion

of that rate increase

11 Q PLEASE EXPLAIN ADJUSTMENT SLH-2 - ANNUALIZE PENSION EXPENSE?

12

13

14

15

16

17

18

Adjustment SLH-2 is a proforma adjustment to annualize the increase in pension costs

based on the 2009 funding liability. Employees of Arizona American hired before

January 1, 2006, are eligible for a defined-benefit pension. Arizona American has 107

employees who are eligible for the defined benefit plan. Arizona American has

experienced a significant increase in its annual pension funding obligation over the last

few years as shown in the table below. This increase is due primarily to the crisis in the

financial markets. Unfortunately, Arizona American does not anticipate a reduction in

19 this expense in the near future.

20 Table 3 - Pension Costs

21

A.

A.
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The cost to fund this increased pension liability for 2009 is reflected inproforma

Adjustment SLH-2 for each district

3 Q PLEASE EXPLAIN ADJUSTMENT SLH-3 -- ANNUALIZE 401K EXPENSE?

4 A Adjustment SLH-3 isa proforma adjustment that annualized Arizona American's

contribution to its employees' 401k retirement savings program. Employees of Arizona

American hired after January 1, 2006 are only eligible for the Company's 401k plan. The

defined contribution plan for Arizona American employees contains a provision for a

fixed-percentage contribution of the employee's base pay as well as a matching

contribution up to a pre-established percentage for employees that defer a portion of their

compensation into the 401k retirement plan.

11

12 Q. PLEASE EXPLAIN ADJUSTMENT SLH-4 - ANNUALIZE INSURANCE

13 EXPENSE?

14

15

16

17

18

19

Adjustment SLH-4 is proforma adjustment to annualize the increase in group insurance

expenses for Arizona American's water and wastewater districts. Group insurance

includes premiums for life insurance, medical insurance, dental insurance, long-term

disability insurance, short-term disability insurance, worker's compensation insurance

and liability insurance. The 2009 group insurance costs were compiled and the increase

in these expenses above the test year expense font the basis of thisproforma adjustment.

20 Q. PLEASE EXPLAIN ADJUSTMENT SLH 5 NQRNIALIZE PURCHASED

21 WATER APPLICABLE TO ANTHEM WATER DISTRICT?

22 A.

23

24

25

A.

Adjustment SLH 5 is applicable only to the Anthem Water district. Water is purchased

for customers in the Anthem district pursuant to an agreement between Del Webb (Pulte)

and the As Chin Indian Community ("As Chin Agreement"). The As Chin Agreement

contains a cost per acre foot that is subject to an annual adjustment based on a formula of
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the change in the Consumer Price Index (CPI) during the prior three year period

Adjustment SLH 5 reflects the annualized cost of purchased water expense using the

percentage change in the Consumer Price Index (CPI) from January 2006 to December

2008, as specified in the As Chin Agreement

Adjustment SLH 5 also contains the letter of credit foe required to obtain assignment of

the water lease rights from Del Wobb (Pulte) to the Company as discussed in Mr. Bal

tes*1mon§

9 Q PLEASE EXPLAIN ADJUSTMENT SLH-6 REMOVE CAP REVENUE AND

EXPENSES?

11

12

13

14

15

Adjustment SLH 6 applies only to the Sun City Water district and is proforma

adjustment to isolate Central Arizona Proj et ("CAP") surcharge revenues and purchased

water costs to enable retention of the mechanisms that are currently in place to recover

these charges. Sun City Water district currently has a mechanism in place, which I

discussed in greater detail above in conjunction with Operating Revenues.

16 Q- PLEASE EXPLAIN ADJUSTMENT SLH-7 - ANNUALIZE WASTE DISPOSAL

17 EXPENSE?

18

19

20

21

22

23

Adjustment SLH-7 applies only to the Sun City Wastewater district and is a proforma

adjustment to annualize the test year waste disposal expense. Sun City Wastewater

district contracts with the City of Tolleson for all of its waste disposal services. The

agreement with the City of Tolleson consists of four separate rate components which are

both capital and operating in nature. The Commission has approved how the rate

components should be reflected in Sun City Wastewater's operating expenses.

24

25

A.

A.

In general, Rate Components l, the principal and interest costs on the outstanding loan

obligation, and Rate Component 2, the operations and maintenance expenses ("O&M"),
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are included in the operating expenses of Sun City Wastewater. Rate Component 3, the

Reserve and Contingency Fund and Rate Component 4, Capital Costs are deferred for

recovery in a subsequent rate proceeding

4 Q ARE THERE KNOWN AND MEASUREABLE CHANGES IN THE O&M COSTS

COMPONENT OF THE TOLLESON WASTE DISPOSAL ARRANGEMENT?

6 A

8

Yes. The O&M costs have a true-up component that is billed in June of each year. These

true-up costs are known when the monthly invoice is received but are Arizona American

is not billed until the following June. The annualized O&M costs are based upon the

most recent 12-month period, May 2008 to April 2009, plus a known and measureable9

10 true-up payment.

11

12

Q, IS ARIZONA AMERICAN SEEKING TO BEGIN AMORTIZING DEFERRED

CHARGES APPLICABLE TO RATE COMPONENTS THREE AND FOUR?

13

14

15

16

17

18

19

20

21

22

23

24

A. Yes. After completion of the last Sun City Wastewater rate proceeding it was determined

that some Rate Component Three costs had been improperly charged to expense as

discussed in Mr. Cole's testimony. During the test year in that case, $55,888 of Rate

Component Three costs were included in operating expenses. The Company has

amortized $4,657.32 per month ($55,888 / 12) of the deferred Rate Component Three

reclassified costs since the effective date of the decision in that case. At the end of 2008,

a deferred balance of $536,456 of the Rate Component Three - Reserve and Contingency

Fund costs remain on the books of the Company. The balance is included in rate base as

a component of the deferred debits which are the subj act of Ms. Murrey's testimony.

Arizona American is proposing an amortization period of ten years, or $53,646 per year

based on language in the contract that specifies that only projects with lives of less than

ten years in length will be billed as Rate Component 3.
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The dechlorination upgrade, billed under Rate Component Four, was completed in June

2006. The completed costs associated with the upgrade to the dechlorination facility

totaled $564,628. This balance is included in rate base as a component of the deferred

debits which are the subject of Ms. Murrey's testimony. Arizona American is proposing

to amortize these costs over 22 years at a rate of 4.54% or $25,626 per year

6 Q PLEASE EXPLAIN ADJUSTMENT SLH-8 WATER TESTING EXPENSE?

7 A

10

11

12

13

/\adjustment SLH 8 is proforma adjustment to annualize water testing costs for known

and measureable changes in the cost of water testing. Arizona American charges all of it

water testing to corporate level expense accounts which are then allocated to the

individual districts using the four factor allocation methodology. This method does not

properly assign the water testing costs to the individual districts, which necessitates the

adjustment computed in Adjustment SLH 8. Known changes in costs per tests have been

factored into the calculation of the adjusted test year water testing expense by district.

14 Q- PLEASE EXPLAIN ADJUSTMENT SLH-9 - SPECIALIST ON INDUSTRIAL

15 PRE-TREATMENT?

16

17

18

19

20

21

Adjustment SLH-9 isa proforma adjustment to adjust for labor and labor related

expenses to include an employee who was not captured in the test year labor and labor

related expenses. The employee that performed this hlnction during a portion of the test

year was no longer employed by Arizona American at year end and, accordingly, was not

included in the labor costs. This adjustment is necessary to include labor charges for the

new employee that now performs this function.

22 Q. PLEASE EXPLAIN ADJUSTMENT SLH-10 .- ADJUST CONSERVATION

23 EXPENSES?

24

25

A.

A. Adjustment SLH-10 isa proforma adjustment that applies to the Anthem Water and Sun

City Water districts to adjust test year conservation expenses to the level approved by the
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1

2

3

4

5

6

7

8

Commission in Decision Nos.67093 (June 30, 2004) and 70372 (June 13, 2008). In

Decision No. 67093, the Commission authorized $40,000 for conservation-targeted

expenditures in the West Valley (including Agua Fria Water and Sun City West Water

districts). In Decision No. 70372, the Commission approved Arizona American's request

to include an additional $7,500 for conservation-targeted expenditures for Anthem Water.

Using an allocation based upon customer count, the $47,500 was allocated among the

West Valley districts and Anthem Water. Approval of the proforma adjustment will

enable Arizona American to continue activities that inform and educate customers about

9 the need for conservation.

10 Q- PLEASE EXPLAIN ADJUSTMENT SLI-I 11 TANK MAINTENANCE

11 ACCRUAL & AMGRTIZATIDN?

12

13

14

15

16

17

18

19

Adjustment SLH 11 is a proforma adjustment that appliesonly to the Sun City Water

district. Arizona American is requesting an annual accrual of $445,000 to fund a tank

maintenance program for its Sun City Water district. A tank maintenance reserve fund

provides a vehicle to levelize costs of inspecting and maintaining storage tanks which is a

benefit to Arizona American and its customers. Arizona American's proposed program

covers a fourteen year cycle which is discussed in greater detail by Mr. Cole. The

amount of funds that Arizona American should begin collecting from its customers te

cover the costs that Mr. Cole believes are needed to inspect and maintain the tanks in Sun

20

21

22

23

City will be accrued to a reserve account and when inspection and tank painting invoices

are received, the reserve will be reduced. A reserve accounting method protects

customers by insuring that all funds collected are used to fund tank maintenance

activities. Future reviews of the activities in the reserve account can be performed and

24 adjustments to the accrual can be made in subsequent rate cases.

25

A.
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1 Q- PLEASE EXPLAIN ADJUSTMENT SLH 12 ANNUALIZE PROPERTY

2 TAXES"

3 A. Adjustment SLH 12 is a proforma adjustment to adjust the property taxes to the level

4 based upon the adjusted test your revenue and also to compute a property tax factor to

5 include in the gross revenue conversion factor calculation to provide for the property tax

6 increases that will result from the revenue increases in this proceeding. The property tax

7 factor was originally proposed by the Commission Staff and adopted by the Commission

8 in Decision No. 70209, dated March 20, 2008 for Arizona American's Sun City

9 Wastewater and Sun City West Wastewater districts.

10 Q - PLEASE EXPLAIN ADJUSTMENT SLH-13 REMOVE OTHER INCOME AND

11 DEDUCTIONS?

12 Adjustment SLH 13 is proforma adjustment to remove items that are "below the line"

13 or not related to the provision of water or wastewater service. This adjustment is

14 necessary to exclude other revenue and expense items that are not included in the

15 Company's cost of service to its customers.

16 Q. PLEASE EXPLAIN ADJUSTMENT SLH-14 - ANNUALIZE OPEBS?

17 Adjustment SLH-14 is proforma adjustment to annualize Other Post-Employment

18 Benefits (OPEBs) for cost increases above the test year amounts. Arizona American has

19 experienced increasing funding obligations for its OPEB due to a severe deterioration in

20 the financial markets. The OPEB costs in the test year are greater than prior years, but

21 the Company does not anticipate a reduction in 2009 or beyond at this time and believes

22

A.

A.

the proposed level is reasonable at this time.
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1

2

3

Q. PLEASE EXPLAIN ADJUSTMENT SLH 15 INTEREST

SYNCHRONIZATIDN?

4 Adjustment SLH 15 is a pro folma adjustment to synchronize the interest deduction that

5 is a function of ouch district's rata bono and wighted cost of debt and the interest

6 deduction that is a component in the toot your income tax calculation. For ratcmuking

7 purposes, a utility's revenue requirement reflects the recovery of interest expense based

8 on the weighted cost of debt in the capital structure. It is this interest expense that needs

9 to be used for the interest deduction when calculating the tax expense. An Interest

10 Synchronization adjustment is necessary to match the rate base used in determining

11 revenue requirements with the proportionate part of the total amount of debt and equity

12 used to determine the cost of capital. Tho amount of interest expense that customers in

13 each district contribute through their payment of water rates should be the same as the

14 amount of interest expense deducted from revenues in calculating each distrllct's tax

15 expense. Synchronizing the interest deduction for ratemaking with the interest deduction

16 for earnings purposes accomplishes this goal.

17 Q. PLEASE EXPLAIN ADJUSTMENT SLH 19 FEDERAL AND STATE INCOME

18 TAXES"

19

20

Adjustment SLH 15 is a proforma adjustment Mat adjusts test year income taxes to

reflect the federal and state income tax effects of the proforma adjustments included on

21 Schedule C 2.

22 Q. DO YOU HAVE ANY OTHER ADJUSTMENTS TO SCHEDULE C-2?

23

A.

A.

A.

No, I do not.
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1 Q PLEASE EXPLAIN SCHEDULE C-3

2 A

6

Schedule C-3 titled Computation of Gross Revenue Conversion Factor, details the

calculation of a factor to apply to the income increase reflected on line ll of Schedule A

l to convert the income deficiency into a revenue deficiency, also referred to as grossing

up the income to account for taxes. The components of the calculation include the

effective federal and state income tax rates, a property tax factor, and a bad debt expense

factor.7

VI. COMPANY'S FINANCIAL STATEMENTS8

9

10

11

Q-

12

13

THE COMMISSION'S STANDARD FILING REQUIREMENTS REQUIRE

THAT AN APPLICANT FOR A RATE CHANGE INCLUDE FINANCIAL

STATEMENTS AND STATISTICAL SCHEDULES WITH ITS APPLICATION.

ARE YOU SPONSORING THE REQUIRED E-SERIES SCHEDULES?

14

15

Yes, in part. I will be sponsoring Schedules E-3, E-7,and E 8. All other E Schedules are

being sponsored by other Company witnesses.

16

17

18

19

20

Q- WHAT IS INCLUDED IN THE E-SERIES SCHEDULES?

21

22

23

Schedule E-3 titled "Comparative Statements of Changes in Financial Position-Test Year

Ended December 3 l, 2008" presents the sources and applications of funds by the districts

for the years 2006, 2007, and 2008. Schedule E-7 titled "Operating Statistics-Test Year

Ended December 31, 2008" presents the district's operating statistics for sales quantities

and customers for the years 2006, 2007, and 2008. Schedule E 8 titled "Taxes Charged

to Operations Test Year Ended December 31, 2008" provides details regarding taxes

incurred by the district or the years 2006, 2007, and 2008.

24

A.

Q-

A.

WHAT ARE THE F SERIES OF SCHEDULES?
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1 A

10

11

12

13

14

15

I um also sponsoring the F Series of schedules. Appendix F of the standard filing

requirements is labeled "Projections and Forecasts". The data contained in the F Series

of schedules compares current results of operations to projected results based upon

different assumptions. More specifically, Schedule F 1 titled "Projocted Income

Statements Present and Proposed Rates" forecasts 2009 income using test year rates and

proposed revenue from this proceeding. Schedule F 2 titled, "Projected Statement of

Changes in Financial Position Present and Proposed Rates" presents the sources and

applications of funds by the districts for the test year and projected results using the same

assumptions as Schedule F l. Schedule F 3 titled "Proj acted Construction

Requirements" shows the district's prob acted construction expenditures for the years

2009, 2010, and 201 l. This schedule provides additional detail concerning the

construction expenditures shown on Schedule A 4. Schedule F 4 titled "Assumptions

Used in Developing Proj sections" provides a general description of the assumptions used

in developing prob sections for 2009 concerning customer growth, customer water demand,

changes in expenses, and construction requirements.

16 VII. ADDITIQNAL SUBJECT MATTERS

17 A. NGRTHWEST VALLEY REGIQNAL TREATMENT FACILITY

18 Q - PLEASE DISCUSS HOW THE NORTHWEST VALLEY REGIONAL

19 TREATMENT FACILITY'S PLANT INVESTMENT AND OPERATING cosTs

20 ARE ALLOCATED.

21

22

23

24

25

26

A. The Northwest Valley Regional Treatment Facility ("NWVRTF") treats wastewater

flows from the Sun City West Wastewater and Anthem / Agua Fria Wastewater districts.

The Commission recognized that 68 percent of the plant's capacity was dedicated to Sun

City West Wastewater while the remaining 32 percent of the capacity is used for Anthem

/ Agua Fria Wastewater (Decision 70209 at pp. 1 2 and Decision 70372 at p. 12). Based

on these decisions, Arizona American has allocated 68 percent of the plant costs and
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operating expenses of the NWVRTF to Sun City West Wastewater and 32 percent to

Anthem / Agua Fria Wastewater

3 Q HAS ARIZONA AMERICAN INCLUDED OPERATING COST DETAILS

APPLICABLE TO THE NWVRTF IN THE SCHEDULES FILED IN THIS CASE?

5 A Yes. Schedule E-6 is a summary of the districts' operating income. Arizona American

witness Mr. Kiser sponsors Schedule E-6 and his direct testimony details the

identification of the schedules associated with the N RTF operating costs

Q DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?8

9 A Yes. it does
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EXECUTIVE SUMMARY

Linda J. Gutowski testifies as follows:

1
2
3
4
5
6
7

RATE BASE

Ms. Gutowski sponsors rate base Exhibits B-1 through B-6. Rate base for each district follows:

8 Table 1 - Summarv of Rate Base

District
Anthem Water
Sun City Water
Anthem / Agua Fria Wastewater
Sun City Wastewater
Sun City West Wastewater
Total All Districts

OCRB
$57,431,984
$28,186,063
$47,435,732
$14,764,087
$17,821 ,339

$165,939,204

Individual Rate-Base Adjustments:

Anthem Water Rate-Base Adjustments. Adjustment LJG-6 adds $5,000,000 to rate base, and
adds $116,667 in accumulated amortization, for the Phoenix Interconnection.

Sun City Water Rate-Base Adjustments. Adjustment LJG-5 adds Post-Test-Year Additions of
$1 ,625,810 for Wells and deducts the Retirement of $463,964 for the Wells from Plant and
Accumulated Depreciation.

Anthem / Agua Fria Wastewater Rate-Base Adjustments. Adjustment LJG-3 adds 32% of
the Northwest Valley Regional Treatment Facility to Anthem / Agua Fria Wastewater District, as
per the last Decision No. 70372. Adjustment LJG-5 is for Post Test Year Plant additions for the
remaining costs of $606,023 for the Anthem Wastewater Plant Headworks project and to
increase Contributions in Aid of Construction for a future contribution of $1 ,415,610 due from
Pulte in 2010 for the Verrado Wastewater Reclamation Facility ("WRF").. Adjustment LJG-6
adds $611,466 to Accumulated Depreciation for the Verrado WRF with the reclassification of
the accounts.

Sun Citv Wastewater Rate-Base Adjustments. No individual adjustments were necessary.

Sun Citv West Wastewater Rate-Base Adjustments. Adjustment LJG-3 adds 68% of the
Northwest Valley Regional Treatment Facility to Sun City West Wastewater District, as per the
last Decision No. 70209

Schedules B-3 and B-4. The Company has not submitted an RCND study and requests that Fair
Value Rate Base be the same value as Original Cost Rate Base.

9
10
11
12
13
14
15
16
17

8
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42

5"

Schedule B-5 and B-6. Ms. Gutowski sponsors the Working Capital Calculation. Materials &
Supplies are based on a 13-month average of the monthly balances and Prepayments are the
ending test year balances for their portion of the Working Capital Calculation. The Cash
Working Capital is determined by a lead / lag study based on the test year experience and is on
Schedule B-6.
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INCOME STATEMENT ADJUSTMENTS.

Ms Gutowski sponsors the following income-statement adjustments :

Adjustment LJG-1 removes unbilled revenues for each district.

Adjustment LJG-2 annualized the rate increases granted during the test year, 2008, for Anthem
Water, Sun City Water, Anthem / Agua Fria Wastewater, Sun City Wastewater, and Sun City
West Wastewater.

AdjustmentLJG-3 annualized the year end number of customers as compared to the average
number of customers during the test year. The adj vestment annualized the revenue as well as the
expenses associated with providing service to more, or less, customers as the case may be.

Adjustment LJG-4 corrects intra district billing errors that occurred during the test year.

Adjustment LJG-5 annualized depreciation expense based on year end plant balances times
depreciation rates. The Company is requesting several new and/or changed depreciation rates,
which will be discussed below.

1

. 23
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

H SCHEDULES

The H Schedules are sponsored by Ms. Gutowski. The Company is proposing across-the-board
rate increases for both the basic service charges and the volumetric rates.
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2 Q

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME. BUSINESS ADDRESS. AND TELEPHONE

NUMBER

My name is Linda J. Gutowski. My business address is 19820 N. »GUI Street, Suite 201

Phoenix, AZ 85024, and my business phone is 623-445-2496

6 Q IN WHAT CAPACITY AND BY WHOM ARE YOU EMPLOYED?

I am a Senior Rate Analyst for Arizona-American Water Company. Arizona-American

Water Company ("Arizona-American" or "the Company") is a wholly-owned subsidiary

of American Water

10 Q PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR THE

COMPANY

I primarily prepare regulatory filings for Arizona-American

13 Q. PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATION

I have a Bachelor of Arts degree in Economics from Susquehanna University. I studied

accounting for two years at the Wharton School at the University of Pennsylvania. I have

attended several utility seminars including the NARUC Rate Seminar, New Mexico

State's Basics of Regulation and the Rate Making Process, Edison Electric Institute's

Electric Rate Advanced Course, and Arthur Anderson's Advanced Regulatory Concepts

School as well as many Company-sponsored training sessions

I worked for American Water in New Jersey as a Staff Accountant and then as a Rate

Analyst from 1973 to 1976. I left to work as a financial analyst for a consulting firm of

environmental engineers, Betz Converse Murdoch, building water and wastewater plants

from1976 through 1982. I was employed by the Arizona Corporation Commission as an
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auditor and a rate analyst from 1983 until 1986. I then worked for six years in the rate

department at Arizona Public Service Company developing new rates and supporting

regulatory filings. I returned to American Water in New Jersey as a rate analyst in 1993

and moved to Arizona-American's Phoenix Office in December of 2005

5 Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes. I testified in May 2007, on behalf of Arizona-American in the Anthem Water and

Anthem/Agua Fria Wastewater cases, Docket No. WS-01303A_06_0403. I also testified

in the Sun City Water case, Docket No. W-01303A-07-0209 in January 2008. I testified

in the 7 District case, Docket Nos. W-01303A-08-0227 and SW-01303A-08_0227 in

March 2009. When I worked at the Commission, I testified concerning CC&N

applications, fuel adjustor cases, and small rate cases. I have provided testimony before

Commissions in Ohio, Maryland, and Missouri, and provided support for exhibits filed in

20 of the states in which Arizona-American or one of its regulated affiliates currently or

formerly operates

16 Q-

SCOPE AND PURPOSE OF TESTIMONY

WHAT IS THE SCOPE AND PURPOSE OF YOUR TESTIMONY?

The scope and purpose of my testimony are set forth in my Executive Summary

18

19

III

Q

RATE BASE

WHAT ARE ARIZONA-AMERICAN'S RATE BASE EXHIBITS?

Schedule B-1 contains Summary of the Fair Value Rate Base for each District. The

Company has computed an Original Cost Rate Base and did not conduct a study to

determine rate base based on reconstruction cost net of depreciation ("RCND")

Therefore, for purposes of this rate filing only, the Company will agree that the

Commission may use its original cost rate baseas its "fair value" rate base in setting new

rates
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Schedule B-2 contains Original Cost Rate Base Pro Forma Adjustment Schedules. The

first two pages for each District are the summary pages. These are followed by detailed

pages by year for each district, updating plant additions, retirements, adj ustments, and

accumulated depreciation since the last rate case. Next are pages for the common plant

and accumulated depreciation that are allocated to each District. These were built out

from 2006, which is the test year for the most recent Sun City Water rate case, W

01303A-07-0209. These corporate allocation pages are the same in every district -just

the four-factor allocation changes. Following these pages are individual exhibits of Rate

Base Adjustments in the Schedule B-2s. Some of the rate base adjustments vary for each

district and some of these are the same adjustment, although different amounts, in each

district. For instance, Adjustment LJG-3 splits the Northwest Valley Regional Treatment

Facility between Sun City West Wastewater District (68%) and Anthem / Agua Fria

Wastewater District (32%)

Schedule B-3 is blank as it would be a summary of the RCND Rate Base, which we are

not requesting in this application. Schedule B-4, which would provide detail for the

RCND plant accounts is, therefore, also blank

Schedule B-5 provides the Computation of Working Capital. I am supporting a new

Lead/Lag Study that results in the Cash Working Capital amount and I am supporting the

13-month Average of Materials and Supplies Inventories and the Prepayments, all of

which comprise the Working Capital. The Lead/Lag study took into consideration as

many invoices as possible for each district, including the Northwest Valley Regional

Treatment Facility expenses. I strived to include 85% to 100% of invoices for each

expense. The hardest ones to achieve that high a percentage were Miscellaneous and

Maintenance expense due to the large number of invoices for small dollar amounts. In

the Anthem / Agua Fria District, for instance, I examined 1,434 invoices. The Revenue
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1

2

3

Lag portion of the study uses the Average Daily Balance of Accounts Receivable for the

Company and the Service Billing Lag portion uses the individual districts' meter reading

dates and billing dates.

Q. COULD YOU SUMMARIZE RATE BASE BY DISTRICT?4

5

6

Yes. The following table summarizes rate base for each district (from Schedule B-1):

Table 2 - Summarv of Rate Base

District
Anthem Water
Sun City Water
Anthem / Agua Fria Wastewater
Sun City Wastewater
Sun City West Wastewater
Total All Districts

OCRB
$57,431,984
$28,186,063
$47,735,732
$14,764,087
$177821,339

$165,939,204

7

8

9

0

13

14

Q. WHAT ARE THE COMMON RATE-BASE ADJUSTMENTS FOR THE

DISTRICTS?

Ms. Sandra Murrey's testimony will cover the common rate base adjustments. Her SLM-

l adjusts Accumulated Depreciation for (Over) / Under Collections by comparing the

books to a calculated depreciation expense each month. Her adjustment SLM-2 allocates

the Corporate district's Plant and Accumulated Depreciation to the districts. She also

sponsors SLM-7 to remove Deferred Debits from Rate Base and SLM-8 to decrease

Contributions in Aid of Construction for amounts still in Construction Work in Progress.

15

16

17

18

19

20

Q. MR. BRODERICK SPONSORS TWO ADJUSTMENTS THAT ARE COMMON

TO THE DISTRICTS THAT APPEAR ON SCHEDULE B-2. CAN YOU

DESCRIBE THEM AND THEIR NUMBERING?

A.

A.

A.

Adj vestment TMB-9 is reserved for the Imputed Regulatory Contributions in Aid of

Construction. These imputed contributions are being amortized over a 10-year period so

the Company is using the remaining, unamortized balances as of December 3 l, 2008.
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1

2

3

Adjustment TMB-10 is reserved to remove the Acquisition Adjustment arising from the

purchase of Citizens Utilities. The Commission has not recognized the acquisition

adjustment in rate base.

4

5

6

7

Q- WHAT ARE THE REMAINING ADJUSTMENTS TO SCHEDULE B-2 THAT

YOU ARE SPONSORING?

These are individual adjustments particular to each district. I first discuss the water

districts, and then the wastewater districts.

8

9

Q- WHAT INDIVIDUAL RATE BASE ADJUSTMENTS WERE MADE FOR THE

ANTHEM WATER DISTRICT?

10

11

12

13

14

15

16

A. Adjustments LJG-3 through LJG-5 are left blank as these are not needed for this district.

Adjustment LJG-6 adds the Phoenix Interconnection to Rate Base, as was approved in

the last rate case, WS-01303A-06-0403. The adjustment is to add the $5,000,000 for the

City of Phoenix Interconnect to Rate Base. The decision in the last rate case (Decision

No. 70372, June 13, 2008), effective June l, 2008, allows for $200,000 per year in

amortization of the $5,000,000 Interconnection. The amortization of $116,667 represents

the 7 months of the test year that the amortization was in effect.

17

18

19

20

21

22

23

24

Q~ WHAT INDIVIDUAL RATE BASE ADJUSTMENTS WERE MADE FOR THE

SUN CITY WATER DISTRICT?

A.

A.

Adjustments LJG-3, LJG-4, and LJG-6 are left blank as they are not needed for this

district. Adjustment LJG-5 adds Post Test Year Plant Additions to Rate Base. Well # 5.1

was replaced and put into service at the end of May 2009 for a cost of $1 ,587,149. The

retirement of $463,964 for the old Well # 5.1 was deducted from plant and from

accumulated depreciation. Also, Well # 6.4 was rehabilitated and placed in service in

December 2008, but the work order was not closed to Utility Plant in Service until
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1

2

3

4

5

6

February 2009. Therefore, the additional dollars, although in service in the test year,

need to be added to test year end amounts for Utility Plant in Service. The new additions

to Well # 6.4 total $502,625. The total addition to Plant in Service net of the retirement

is $1,625,810 and the offset to Accumulated Depreciation is a reduction of $(463,964).

The adjustment to Rate Base is an increase of $2,089,773. The testimony of Mr. Joseph

E. Gross discusses these projects.

Q. WHAT INDIVIDUAL RATE BASE ADJUSTMENTS WERE MADE FOR THE

ANTHEM / AGUA FRIA WASTEWATER DISTRICT?

The first individual district adjustment, LJG-3, adds 32% of the Northwest Valley

Regional Treatment Facility to Utility Plant in Service and to Accumulated Depreciation

for a net increase in rate base of $3,284,561. The 32% factor is based on design capacity

as approved in prior cases for Sun City West Wastewater and for Anthem / Agua Fria

Wastewater.

14 Adjustment LJG-4 is left blank.

15

16

17

18

19

20

Z1

22

Adjustment LJG-5 makes two adjustments for Post Test Year Plant Additions. The first

is to capture all costs associated with the Anthem Headworks project. The total cost of

the project is $2,524,948. At the end of the test year, only $1,9l8,925 had been moved to

Utility Plant in Service. The remaining invoices were received within the first 4 months

of 2009 and added project costs of $606,023. The second adjustment for Post Test Year

is an increase to Contributions in Aid of Construction for a true-up payment expected in

2010 from Pulte for a development near the Verrado Wastewater Reclamation Facility

("WRF"). The expected amount of the Contribution is $1,415,610.

7

8

9

10

11

12

13

23

24

A.

Adjustment LJG-6 increases Accumulated Depreciation by $611,466 for the

reclassification of the Verrado WRF Phase 1. The plant was put into account 398000,
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Other Tangible, Plant, in June 2004, rather than allocating some of the project to

numerous other accounts. Reclassifying the plant to accounts 354400, 355500, 380200

381000, 382000, and 396000 would result in the additional accumulated depreciation by

taking the additions per month times the approved depreciation rates

5 Q. WHAT INDIVIDUAL RATE BASE ADJUSTMENTS WERE MADE FOR THE

SUN CITY WASTEWATER DISTRICT?

There are no individual rate base adjustments for Sun City Wastewater. Therefore

Adjustments LJG-3 through LJG-6 have been left blank

9 Q. WHAT INDIVIDUAL RATE BASE ADJUSTMENTS WERE MADE FOR THE

SUN CITY WEST WASTEWATER DISTRICT?

The first individual district adjustment, LJG-3, adds 68% of the Northwest Valley

Regional Treatment Facility to Utility Plant in Service and to Accumulated Depreciation

for a net increase in rate base for $6,979,69l. The 68% factor is based on design capacity

as approved in prior cases for Sun City West Wastewater and for Anthem / Agua Fria

Wastewater. This amount is the reciprocal of what was added to Anthem / Agua Fria

Wastewater to ensure that 100% of the costs are included in rate base between the two

districts

18 Q- PLEASE DESCRIBE THE FIGURES ON SCHEDULE B-5

Schedule B-5 shows the Working Capital computation. Working Capital is usually made

up of Cash Working Capital derived from a Lead/Lag study, a 13-Month Average of

Inventories, and any Prepayments on the Balance Sheet. I calculated the 13-month

average of the inventories, both plant material and chemicals, if applicable, and the

prepayment balances from the balance sheet. While each of the water districts has its

own inventory of chemicals, the plant and material inventory is more centralized and

shared. The Sun City inventory serves Sun City Water, Sun City West Water, and Agua
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Fria Water. I split the Sun City inventory to Sun City Water District based on Net Plant

from the four factor allocation worksheet for the test year

3 Q. CAN YOU SUMMARIZE MATERIALS AND SUPPLIES INVENTORIES AND

PREPAYMENTS FOR EACH DISTRICT?

Yes. Please see the following table

Table 3 - Material & Supplies Inventories and Prepavments by District

District
Anthem Water
Sun City Water $51
Anthem / Agua Fria Wastewater $2,495
Sun City Wastewater $597
Sun City West Wastewater $32,436
Total

Mat'l & Supplies Prepayments
$30,693

$118,894
3944.740
$77.758
$52988

$325.073

8 Q. CAN YOU PLEASE EXPLAIN HOW YOU PERFORMED THE LEAD/LAG

STUDY. THE SUBJECT OF SCHEDULE B-6?

Yes. By category, invoices were examined to derive the Expense number of Lag Days. I

examined the service period of the invoices and the pay date. I took the mid point of the

service period and added the pay date less the ending service period to derive the

Expense Lag Days. I examined 547 invoices in Anthem Water, 585 invoices in Sun City

Water, 910 invoices in Anthem / Agua Fria Wastewater, 297 invoices in Sun City

Wastewater, 237 invoices in Sun City West Wastewater, and 524 in Northwest Valley

Regional Treatment Facility, for over 3,000 invoices. The Revenue Lag examines the

average daily accounts receivable balances for the Company. A separate Service Lag and

Billing Lag are derived from the records, by meter route, of the read period and the bill

date. The Revenue Lags ranged from 45.6 to 46.1 days, and the difference is due to the

scheduling of the meter routes in the various districts. The Net Lag Days were then

applied to the pro forma adjusted test year expenses except for federal income taxes for

which the pro forma including the proposed rate increase is used



District Cash W/C
Anthem Water $75,089
Sun City Water $416,111
Anthem / Agua Fria Wastewater $285,666
Sun City Wastewater $129,827
Sun City West Wastewater $229,465
Total $1,136,158

Arizona-American Water Company
Testimony of Linda J. Gutowski
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Q. PLEASE DESCRIBE THE RESULTS OF THE CASH WORKING CAPITAL

LEAD/LAG STUDY BY DISTRICT.

1

2

3 See Table 4 below.

4 Table 4 ..-. Cash Working Capital by District

5

6

7

8

9

0

11

12

13

14

15

IV

Q.

ADJUSTED OPERATING REVENUE

YOU HAVE MADE SEVERAL ADJUSTMENTS TO OPERATING REVENUE IN

THIS CASE. WHAT ARE THE COMMON OPERATING-REVENUE

ADJUSTMENTS FOR THE DISTRICTS?

Income Statement Pro Forma Adjustments, Schedule C-2, Adjustment LJG-l removes

Unbilled Revenue from the test year in every district. Unbilled Revenue is an estimate of

the usage at the end of the year that has yet to be billed. For instance, those customers

who get billed early in December have usage throughout December that will not be billed

again until January. The number of days remaining in December that were not billed,

times average daily revenue gives the journal-entry estimate of unbilled revenue.

16

17

18

19

20

21

Q. WHY WOULD YOU DELETE UNBILLED REVENUE FROM THE TEST

YEAR?

A.

A.

A.

We perform a bill analysis that looks at 12 bills for each customer, or less if the customer

was new during the year. Then we annualize the number of customers by using year end

number of customers less average number of customers. These extra customers are

multiplied by average usage and billed at current rates as of the end of the test year.
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1

2

Because we look at 12 bills and annualize, there is no need to add any unbilled revenue.

The Test Year Adjusted Revenue dollars reflect 12 full bills.

Q. CAN YOU SUMMARIZE THE UNBILLED REVENUE ADJUSTMENT (LJG-1)

BY DISTRICT?

3

4

5

6

Yes. Please see the following table.

Table 5 - Unbilled Revenue

District
Anthem Water
Sun City Water
Anthem / Agua Fria Wastewater
Sun City Wastewater
Sun City West Wastewater
Total

LJG-1
($27,l38)

$58,233
($14,154)

$29,704
$36,267
$82,912

7

8

9

0

11

12

13

14

15

16

17

Q- WHAT OTHER REVENUE ADJUSTMENT IS COMMON TO ALL THE

DISTRICTS?

Each one of the districts in this case received a rate increase during the test year.

Schedule C-2, Adjustment LJG-2 annualized the full effect of the following rate

increases. Anthem Water received an annual rate increase of $2,642,533, or 38.48%,

effective on June 4, 2008. Sun City Water received an annual rate increase of

$l,907,202, or 24.8l%, effective on June 1, 2008. Anthem / Agua Fria Wastewater

received an annual rate increase of $1,654,474, or 26.96%, effective on June 4, 2008.

Sun City Wastewater received an annual rate increase of $l,348,830, or 29.92%,

effective on April 1, 2008. Sun City West Wastewater received an annual rate increase

of$l,067,l48, or 23.51%, effective on April 1, 2008.

18

19

20

Q- WHAT WERE THE TEST YEARS FOR EACH OF THESE RATE CASES?

A.

A.

A.

The cases had a test year ending December 2005 for Anthem Water and all of the

Wastewater cases. Only Sun City Water had a test year ending December 2006.



District LJG-2
Anthem Water $ 974,528
Sun City Water $ 853,604
Anthem I Agua Fria Wastewater $1,035,441
Sun City Wastewater $ 415,302
Sun City West Wastewater $ 230,789
Tota I $3,509,664

Arizona-American Water Company
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1 Q

3 A

WHAT IS THE ANNUALIZATION AMOUNT IN ADJUSTMENT LJG-2 TO

SCHEDULE C-2?

See Table 6 below

Table 6 - Annualization of Test Year Rate Increases

5

6

7

These increases to revenue are included in the pro forma adjusted test year amount on

Schedule C-2 and are pan of amount to be used for comparison to proposed rates.

Q. DID YOU ANNUALIZE FOR THE TEST YEAR END NUMBER OF8

9

10

11

12

13

14

15

16

17

every District. For Residential customer growth, we used 5/8" X %", ",

18

19

20

A.

CUSTOMERS?

Yes, Adjustment LJG-3 on Schedule C-2 is the one used to annualize customer growth in

1 or l-l/2" meter

sizes, depending on the District. For Commercial customer growth, we used 5/8" x PA",

l", 1-1/2", and 2", or Large meter sizes. We compared the average number of customers

to the test year end number of customers by meter size to obtain the customer growth in

bills. We took the average monthly gallons for each one of these class and meter sizes

and multiplied by the customer growth in bills to get the growth in volume per bill.

These factors by meter size were then billed out at the present rates times 12 months for

each district. I used the Company's current rates as of the end of the test year to calculate

customer annualizations. These figures are increased across-the-board for the proposed

rates (see the calculations on the H-1 Schedules).
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1

2

3

4

5

6

7

8

9

10

11

Q. DID YOU ALSO ADJUST OPERATING EXPENSES WHEN YOU ADJUSTED

REVENUE FOR THE INCREASE OR DECREASE IN TEST-YEAR

CUSTOMERS?

Yes. For the water districts, I adjusted Purchased Water, Fuel & Power, and Chemical

expense based on the increase or decrease in volume of sales. For the wastewater

districts, I adjusted Fuel & Power, Chemical Expense, and Waste Disposal Expense

based on the increase or decrease in number of bills. I used bills rather than volume for

the wastewater districts, because the wastewater districts use partial water volume for

residential and small commercial, which would not be a good divisor on which to base

cost. For both Water and Wastewater districts, I increased or decreased Postage Expense

and Other Customer Accounting Expense based on the number of bills.

Q. CAN YOU SUMMARIZE ADJUSTMENT LJG-3 BY DISTRICT?12

13

14

Yes. Please see the following table:

Table 7 - Customer Annualization., LJG-3

Resid Rev
$42,1241

$(I2,267)
33103,083

Comm'l Rev
$27,906
($6,947)

$5,527

Total Rev
$70,147

$(19,214)
$108,610

Over Expense
$20,213
$(4,304)
$14,560

District
Anthem Water
Sun City Water
Anthem / Agua Fria
Wastewater
Sun City
Wastewater
Sun City West
Wastewater
Total All Districts

(813,142) $23,385

$14,243 $5,887

$10,243

$20,130

($9,005)

$3,406

$134,158 $55,758 $189,916 $24,870

15

16

17

18

19

Q. ARE THERE ANY OTHER REVENUE ADJUSTMENTS THAT ARE COMMON

FOR ALL THE DISTRICTS?

A.

A.

A.

Yes, Adjustment LJG-4 makes corrections for billing errors during the test year. A few

bills had a rate schedule from one district attributed to another district's revenue. I



Acct # Plant Account Description Anthem Water
Current Rate

Sun City
Current Rate

Company
Proposed Rate

304500 Struct & lmpr AG 0% 4.63% 3.99%
310100 Power Gen Eqpt Other 0% 4.42% 4.42%
311400 Pump Eqpt Hydraulic 0% 0% 4.42%
320109 we Eqpt Non-media 4.0% 0% 7.06%
320200 we Eqpt Filter Media 4.0% 0% 5.00%
331400 T&D Mains Grtr 18" 0% 1.53% 2.00%

Arizona-American Water Company
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1

2

removed these bills from the bill analysis and removed their associated current revenue.

Also, I removed prior period adjustments in the test year.

3

4

5

6

7

I added back $28,382 in revenue for Anthem Water District for a prior period credit

adjustment that occurred during the test year as well as corrected three billing errors for

$450. Sun City Water has no adjustments. I removed live billing errors in Anthem /

Agua Fria Wastewater for $415. l removed $638 in Sun City Wastewater for two

customers. I removed $3,855 for two customers in Sun City Wastewater.

8

9

10

11

12•
13

14

15

16

V

Q-

ADJUSTED INCOME STATEMENT

DID YOU PREPARE ANY OF THE EXPENSE ADJUSTMENTS ON SCHEDULE

C-2?

Yes. I prepared Income Statement Adjustment LJG-5 on Schedule C-2. This adjustment

changes depreciation and amortization expense to reflect test year adjusted plant. The

adjustment includes the addition of post test year plant and the reduction for the

amortization of Contributions in Aid of Construction at a derived composite depreciation

rate for each district. I am offering several adjustments to the rates as follows.

17

18

19

For Anthem Water and Sun City Water Districts, most of the Company's recommended

changes to depreciation rates are made to reflect those recommendations made by Staff in

the last case, WS-01303A-08-0227.

20

A.

Table 10 - New Water Plant Account Depreciation Rates



340200 Comp 8= Periph Eqpt 4.55% 4.59% 10.00%
340300 Computer Software 0% 37.71% 25.00%
340330 Computer Software Other 0% 4.59% 25.00%
341100 Transp Eqpt Lght Du 25.00% 25.00% 20.00%
341200 Transp Eqpt Heavy Duty 25.00% 25.00% 15.00%
341400 Transp Eqpt Other 4.14% 25.00% 16.67%
346300 Comm Eqpt Other 10.28% 4.93% 4.93%
347000 Misc Eqpt 0% 0% 6.19%

Arizona-American Water Company
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

Q. DO YOU HAVE OTHER RECOMMENDATIONS FOR CHANGES TO WATER

PLANT DEPRECIATION RATES OUTSIDE OF WHAT STAFF

RECOMMENDED IN THE LAST CASE?

18

19

20

A. Yes, I have two additional recommendations for changes to water plant depreciation

rates. The first is to Account 334100 Meters. I recommend6.67% to reflect a l5-year

replacement of meters. That is the Company's current policy, and it is the amount from a

study on meter replacements done for the Company's prior rate case. That study is

attached to my testimony as Exhibit LJG-1. The second recommendation is for a change

to the rate for Account 339600 Other Plant and Equipment Comprehensive Planning

Studies. I recommend 20% to reflect the fact that these studies are completed at least

every 5 years. Please see the documents in Exhibit LJG-2, attached to my testimony.

The Excel spreadsheet reflects the 5-year capital plan for Comprehensive Planning

Studies by district. The Word document is the Company Policy and Procedure for capital

asset management planning studies. Currently, the depreciation rate is 3.3 l%, or 30

years, to depreciate this account in Agua Fria Water, Paradise Valley Water, Mohave

Water, and Havasu Water. The rate is 0% in Anthem Water, Sun City Water, and Sun

City West Water districts. The current rate in the wastewater districts is 4.98%, or 20

years to depreciate in Anthem / Agua Fria, Sun City, and Sun City West Wastewater.

Mohave Wastewater has a current rate of 0%.



Acct # Wastewater
Plant Account

Anthem Agua
Fria WW

Sun City
WW

Sun City
West WW

Company
Proposed

340200 Comp & Periph Eqpt 0% 0% 15.89% 10.00%
341100 Trans Eqpt Lt Duty 0% 0% 28.05% 20.00%
341200 Trans Eqpt Hvy Duty 25.00% 0% 0% 15.00%
341400 Trans Eqpt Other 25.00% 0% 0% 16.67%
355300 Pwr Gen Eqpt SSP 0% 3.33% 0% 3.33%
355500 Pwr Gen Eqpt RWTP 0% 3.33% 3.33% 5.00%
364000 Flow Measuring Deva 5.42% 5.00% 10.00% 10.00%
370000 Receiving Wells 5.42% 5.42% 5.42% 5.00%
380600 TD Equip Other Disp 8.40% 2.00% 5.00% 5.00%
390100 Computer Eqpt 0.00% 4.55% 4.55% 10.00%
391100 Transportation Eqpt 25.00% 25.00% 25.00% 20.00%
397000 Misc Eqpt 0.00% 5.10% 5.10% 5.10%

Acct # Plant Account Current Rate Proposed Rate
304620 Struct & Improve Leasehold 14.20% 14.28%
339600 Other p.E CPS 3.30% 20.00%
340100 Office Furniture & Eqpt 4.04% 3.87%
340200 Comp & Periph Eqpt 15.89% 10.00%
340300 Computer Software 37.71% 25.00%
340330 Comp Software Other 37.71% 25.00%
343000 Tools, Shop & Garage 3.61% 4.10%
346100 Comm Eqpt Non-Teleph 9.76% 8.25%

Arizona-American Water Company
Testimony of Linda J. Gutowski
Page 15 of 17

Q- IS THE COMPANY RECOMMENDING NEW DEPRECIATION RATES FOR

THE WASTEWATER DISTRICTS IN THIS CASE?

1

2

3

4

5

6

For Anthem / Agua Fria Wastewater, Sun City Wastewater, and Sun City West

Wastewater Districts, all of the Company's recommended changes to depreciation rates

are made to reflect those recommendations made by Staff in the last case, WS-01303A-

08-0227.

7 Table 11 - New Wastewater Plant Account Depreciation Rates

8

9

10

11

12

13

14

Q- IS THE COMPANY RECOMMENDING ANY CHANGES TO THE

CORPORATE DIVISION DEPRECIATION RATES?

A.

A.

Yes. The Company is recommending the same depreciation rates that Staff suggested in

the last rate case, WS-1303A-08-0227. With that change, the Corporate depreciation

rates will be the same for every district. The table below lists the Company's proposed

depreciation rates for the Corporate district.



346200 Comm Eqpt Telephone 9.76% 8.25%
346300 Comm Eqpt Other 7.91 % 5.35%
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2

3

VI EFFECT OF PROPOSED TARIFF SCHEDULES

CAN YOU BRIEFLY DESCRIBE THE H SCHEDULES YOU SPONSOR?Q

Yes. These schedules were prepared by me or under my direction. The Company uses

all the historic billing information and factors for the 12 months ending December 2008

for each District. Schedule H-1 is a summary of the revenue billed under annualized

present rates and the amount that would be generated by the proposed increase. I have

added a section on this schedule to calculate the across-the-board increase for the

Customer Annualization pro forma adjustment to the test year. Schedule H-2 is an

analysis of revenue at present and proposed rates by class and meter size in dollar amount

and percentage. The only rate schedules showing on this schedule are the ones for which

we currently have customers. (The full rate schedules are shown on Schedule H-3)

The H-2 Schedules have a column for the Test Year Revenue which was partially on an

old rate and partially on a new rate for every district in this case. The average number of

customers derived from the bill count is also shown by meter size and in total. (The

median number of customers is shown at the bottom of each one of the named rate

schedule tabs for the bill analysis in Schedule H-5). Schedule H-3 presents a comparison

of present and proposed rates and shows the changes by basic service charges and by

tariff blocks. It also contains every tariff rate for all rate schedules as well as

Miscellaneous Fees. Schedule H-4 compares present and proposed rates and the

percentage increase at various consumption levels. Because we are seeking an across

the-board increase for each district, all percentages are the same. Schedule H-5 is the bill

count of the bills during the test year. The Average Number of Bills, Average

Consumption per Bill per Month, the Median Number of Bills, and the Median Usage are

shown on these pages
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1

2

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.

3

4

A.

Q.



EXHIBIT LJG-1

Meter Replacement Study



Study of Retirement of Meters, Acct 334100, from 2004 to present
[Leaving out years 1 through 5 as an anomaly]

Agua Fria Water - Study of Retirement of Meters from 2004 to 2007
# of Customers in TY Ended 12/31/07 31,882

Vintage Year # of Meters Vintage Yr Dep Rate
8 12.5%
11 9.1%
12 8.3%
13 7.7%
14 7.1%
15 6.7%
54 1.9%

1
18
25
36
1

32
25

138

Weighted Avg Rate
13%

164%
208%
278%

7%
213%
46%

Anthem Water - Study of Retirement of Meters from 2004 to 2007
# of Customers Year Ended 12/31/07 8,637

Vintage Year # of Meters Vintage Yr Dep Rate
8 16 12.5%
13 0 7.7%

16

200%
0%

Havasu Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 1,518

Vintage Year # of Meters
13
15
16
54

9
31
10
3

53

7.7%
6.7%
6.3%
1,9%

69%
207%

63%
6%

Mohave Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 15,919

Vintage Year # of Meters
9
10
15
16
17
18
19
20
21

2
1

287
4

457
438
489
179
121

1,978

11.1%
10.0%
6.7%
6.3%
5.9%
5.6%
5.3%
5.0%
4,8%

22%
10%

1913%
25%

2688%
2433%
2574%
895%
576%



Paradise Valley Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 4

Vintage Year # of Meters
6 12

38
43

16.7%
m,

12.5%
11.1% 578%

260%
318%

543%

9.1%
8.3%

7.1%

17
6.3%
5.9%
5.6%
5.3%

1915%
1500%
120%
50%

565%
39%

20 30%
29%

4.5%
4.3% 22%

24
4.0%

3.7%

3.4%

27%
7%

11%
14%

3.2%

3.0%

45
2.2%

2.1% 10%
49

10
11

2.0%
1.6%



Sun City Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 23,014

Vintage Year # of Meters
8 66
g 39
10 42
11 54
12 297
13 5
14 20
15 13
16 6
17 18
18 8
19 16
20 18
21 14
22 1
23 5
24 1
25 2
26 26
27 120
54 1

772

12.5%
11.1%
10.0%
9.1%
8.3%
7.7%
7.1%
6.7%
6.3%
5.9%
5.6%
5.3%
5.0%
4.8%
4.5%
4.3%
4.2%
4.0%
3.8%
3.7%
1.9%

825%
433%
420%
491%

2475%
36%

143%
87%
38%

106%
44%
84%
90%
67%

5%
22%
4%
8%

100%
444%

2%

Sun City West Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 15.422

Vintage Year # of Meters
8 0.3
9 1.0

12 2.0
13 4,0
54 2.0

9.3

12.5%
11.1%
8.3%
7.7%
1.9%

4%
11%
17%
31%
4%

Tubae Water - Study of Retirement of Meters from 2004 to 2007
# of customers in TY Ended 12/31/07 535

Vintage Year # of Meters
10 3.0
11 3.0
25 32.0
30 1.0
33 1.0
35 1.0
36 2.0
54 0.4

43.4

10.0%
9.1%
4.0%
3.3%
3.0%
2.9%
2.8%
1.9%

30%
27%

128%
3%
3%
3%
6%
1%

Total Mfrs Retired 3,921.43 Weighted Average Rate
Weighted Average Depreciation Rate for All Water Districts

25966%
6.6%



EXHIBIT LJG-2
Comprehensive Planning Studies Budget

Asset Planning Practice
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Practice
Name
Functional
Area
Practice
Number

Capital Investment Management Asset Planning Practice

Operations Services - Engineering

PURPOSE

The objective of this practice is to ensure that American Water Works Company, Inc. and its
regulated subsidiaries, including, for purposes of this practice, American Water Works Service
Company, inc. (together "American Water" or the "Company") implement asset planning
programs that generate timely, sound, practical, and cost-effective capital project
recommendations for inclusion in the regulated subsidiaries' capital investment plans. All
regulated subsidiaries should comply fully with this practice

APPLICABILITY

This practice supports the Company's Capital Investment Management (CIM) Policy by
ensuring sound engineering planning is the primary driver for identifying specific capital project
needs.

This practice also supports the Company's Regulated Asset Investment Strategy Guidance by
ensuring that planning study capital project recommendations are aligned with the key mission
and goals of the Company.

PRACTICE

American Water's capital investment program is comprised of three distinct phases - Planning,
Budgeting, and Delivery as described in the Capital Investment Management Policy. This
Practice focuses on the Planning phase.

0.
1.
2.
3.
4.
5.
6.
7.
8.

Table of Contents
Asset Planning Program............
State Planning Study Program ..
Planning Studies - General
Planning Study Types
Data Management and Planning Tools
Planning Support for Developer Services & Emerging Need Projects ..
Document Maintenance, Security and Control..
Supplementary Tools and Guidance....

Page

ll 10
11

al 11
12

1. Asset Planning Program
A sound planning program is the first phase of a successful Capital Investment
Management Program, the objective of which is to assure that capital investment
decisions are made which efficiently deploy financial resources and minimize cost of
service to the customer, while assuring that the Company continues to maintain
regulatory compliance, keeps pace with growth and infrastructure renewal, and provides
safe, reliable, efficient, and quality service. This practice outlines the standards and tools
to achieve this goal.

The asset planning program shall be comprised primarily of comprehensive planning
studies or small system planning studies for each operating system as appropriate, and

<Practice Name>
<Practice Functional Area>
Sponsor: <Practioe Sponsor>

1 of 27
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targeted planning studies where warranted. Identification and prioritization of planning
study work will be accomplished through yearly Planning Program Reports

It is understood that not all projects coming forward through the CIM process will be
derived directly from a planning study, Therefore it is important that the planning group
have input into the planning and resulting projects developed via other means such as
developer funded projects or emerging need projects. This will ensure that all capital
investment projects will be reviewed from a system-wide perspective and developed
using consistent AW planning criteria

Good data management and maintenance of planning tools are also an important part of
the asset planning program. Easy accessibility to accurate system data allows for
effective and efficient system evaluations

Asset planning program activities shall be performed as described in this Practice

State Planning Study Program
A program of long range planning work for each state will be developed annually in the
Planning Program Report (PPR). The PPR will identify, budget and prioritize planning
work to be completed over the reM five to ten years

The upcoming year's planning work as identified in the State PPR should be further
detailed and used to prepare detailed budgets for Recurring Funding Project Line S
Engineering Studies.

A template and guidance document for the State PPR is provided in the document
"Guidance Manual for Preparing the Annual Planning Program Report." This document
provides one suggested format of a PPR. Other formats are acceptable provided they
include the general content specified below.

Planning Program Report (PPR)

The State Planning Program Report represents the long range program of planning work
to be completed over the next five to ten years. Planning needs identified on a system
specific basis via the System Status Summaries as defined below, as well as other
state-wide or value-added studies, are combined and prioritized in the State Planning
Program Report (PPR). The State PPR should consist of the following information:

» State summary and recommended program
• State-wide and regional planning needs
• System Status Summaries with system-specific planning needs

2.1

The State PPR should be developed with input from the Operating Unit Executive
Management and the Operations function. This input will assist in the identification of
system performance issues and infrastructure needs as well as the identification and
prioritization of planning needs.

2.1 .a State Summary and Recommended Program:
An executive summary should be provided containing the following:

•

State map with service area locations outlined and labeled
General state information (total number of water and wastewater systems, total
number of customers served)
Planning Study Program Table, with brief introduction explaining reasoning behind
most critical planning needs and prioritization methodology used.

<Practice Name>
<Practice Functional Area>
Sponsor: <Practioe Sponsor>
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The planning study program table will list the planning studies to be initiated over the
next 5 to 10 years to address individual system planning needs as well as regional or
state-wide planning studies or reports that are needed. Also included in this table will be
study type, prioritization, approximate cost, estimated start year and duration. A
spreadsheet template for reporting this information is provided in the guidance manual to
assure consistent format for consolidation and corporate-wide reporting

2.1 .b State-wide and Regional Planning Needs
State-wide and regional planning includes any planning studies or related work that
addresses a specific topic or issue and that covers multiple water or wastewater systems
across the state or a wide region (e.g. water conservation plans, non-revenue water
studies, regulatory reports on water allocation or master plans, etc.). These studies
need to be identified and prioritized along with individual system planning studies

2.1 .c System Status Summaries
The identification of planning needs relies upon the engineering function having a
thorough understanding of the condition and performance of all the systems under its
jurisdiction. The purpose of the system status summary is to provide a concise
assessment of the current status of the system in terms of its ability to provide adequate
levels of service to its customers under current and anticipated conditions, and to
determine the level and urgency of planning needed in the near-term and long-term
future. Input from the operations function should be solicited to assist in the
identification of system performance issues and infrastructure needs.

The system status summary should contain the following information:

Brief synopsis of system (service area size and location, major facilities, etc.)
Historic and projected (if available) demands (water) or flows (wastewater)
Quantity of supplies (yields, allocations, etc.) and comparison with demands (water)
Treatment capacity versus peak system loads (wastewater)
Assessment of any current and/or future regulations that may impact system
Any significant system performance issues
Any major infrastructure issues and projects planned (reference prior planning study
where relevant)
Recommendations for future planning work to be performed

•

•

•

•

•

•

•

2.2 identification of Planning Studv Need and Prioritization

In order to effectively support the CIM process, every AW system, including recent
acquisitions, should have relevant planning studies in place.

The need to perform a planning study will depend on factors such as system growth,
water quality issues, regulatory requirements, condition and performance of existing
infrastructure, regional opportunities, and the availability and relevance of prior planning
studies. The level or type of planning will depend on the number, severity and extent of
these factors and the relevance of recent planning work.
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As general guidelines, systems that meet any of the criteria listed below are considered
"flagged" and in need of a full CPS:

•

•

•

•

Regulations or rate case submissions require a CPS or similar master plan to be
completed.
A CPS has never been completed for the system, or it has not been completed in the
last 10 years with the following exceptions:
- Systems acquired within the last 5 years, provided that a thorough acquisition

study was done during the due diligence process which identified capital
improvements that will maintain adequate levels of service until the reM study. In
such cases, postponing a full CPS may be beneficial to provide a gestation period
that will allow for better understanding of system operations and the collection of
reliable historic data. A CPS should then be scheduled after the appropriate data
collection period.
Systems with a CPS completed over 10 years ago where there is no expected
growth, no significant change in system operations, and only routine capital
projects (e.g. RP projects such as main replacements) are anticipated over the
next 5 years. For such systems, a CPS should be scheduled but given a low
priority.

For water systems: Demands are greater than 90% of supplies and/or production
facilities and the system continues to grow. The specific criteria may vary if
local/state regulatory agencies have more stringent requirements. (water)
For wastewater systems: System peak hourly flows are greater then 90% of
treatment plant hydraulic capacity, or three month average loads are greater than
85% of treatment capacity.
The system has been experiencing significant growth through expansion or tuck-in
acquisitions and this trend is expected to continue.
System performance problems are chronic and on a large scale (e.g. frequent area-
wide outages, water quality complaints, etc.) that cannot be addressed by a targeted
study.
There are significant existing or anticipated performance issues with deteriorating
assets or regionalization issues.
New regulations are anticipated to have a major impact on system compliance.

If not already completed and relevant, a CPS needs to be initiated for each flagged
system within a reasonably short timeframe (within the next three years), and should be
scheduled accordingly as resources allow. A CPS is considered relevant if it contains
project recommendations to address the deficiencies noted in the criteria above, or if a
targeted study addresses the deficiencies and the remaining project recommendations
are still relevant. Flagged systems shall be identified through the annual State PPR.

Other less comprehensive planning may be appropriate to address the planning needs
of a particular system identified in the system status summary. A discussion of the
different types of planning studies to be considered is provided in Section 4 of this
Practice.

Once planning needs are identified they should be prioritized and scheduled. A planning
study prioritization tool is under development to assist in the identification of an
appropriate planning study type as well as prioritization of planning study work across a
State. Use of this tool is optional. The Summary section of the PPR should provide a
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discussion of the methodology or reasoning supporting the prioritization of planning
work.

2.3 State Planning Program Report Review and Approval

The State PPR should be reviewed and approved by the Operating Unit Engineering and
Corporate Engineering functional groups.

The engineering function for each operating unit is responsible for updating the State
PPR annually and submitting a copy to the AW Corporate Engineering. It should be
completed before September of each year in order to provide timely input into the
upcoming year's Recurring Funding Project Line S - Engineering Studies.

Recurring Funding Project Line S - Engineering Studies

Line S Recurring Funding Projects are an accumulation of engineering study work order
projects that are budgeted and managed on a calendar year basis. it is through Line S
Recurring Funding Projects that planning studies are managed and budgeted in the
State Business Plan. The planning study program of work developed within the State
PPR should be the primary source of planning projects included in Line S of the State
Business Plan.

2.4

See the CIM Budgeting and Delivery Practice for additional information on Recurring
Funding Projects and the review / approval process.

3. Planning Studies - General
Thorough, sound and timely asset planning is critical to assuring that our water and
wastewater systems are capable of delivering safe, adequate, reliable service to our
customers.

Planning studies are the primary means for evaluating asset condition and performance,
projecting future needs, and identifying capital projects and/or programs which may be
needed so that a system is able to meet the required levels of service. Planning studies
also assess the system's capabilities to meet current and future regulatory requirements,
growth opportunities, and operational needs. Projects that have been developed through
the planning study process will have undergone thorough analysis of alternatives and
review by key stakeholders.

The Comprehensive Planning Study remains the best method for providing a thorough
system assessment and providing a strategic capital investment plan. However, other
less comprehensive planning studies can be considered when appropriate to target a
specific issue.

Engineering Criteria and Standard Methodologies

AW has established Engineering Standards to address a number of technical and
planning areas associated with engineering assessment and design. These standards
should be followed when evaluating existing facilities, when recommending new
facilities, and in performing related engineering work.

All AW engineering criteria and standard methodologies as described herein should be
followed by all internal engineering functions and external consultants who undertake in
part or full any type of planning study to assure consistency is achieved in the planning
process for all AW systems.

3.1
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3.1 .a
AW has established standard engineering planning criteria for conducting water system
analyses and determining system adequacy. Detailed information about water system
planning criteria can be found in the 'Planning Criteria and Regulations ..._ Engineering
Standards Manual, Standard P-01'.

Planninq Criteria and Methodologies

3.2

Engineering planning criteria for conducting wastewater system analyses and
determining system adequacy are currently under development in the 'Planning Criteria
for Wastewater Collection and Treatment Systems - Engineering Standards Manual'.

3.1 .b Planning Studv Guidance Manual
Details associated with the content of a water system CPS are contained in the
Guidance Manual entitled: "CPS Recommended Format, Contents and Methodology."
This manual contains in-depth coverage of system component analyses with standard
templates to more easily facilitate analysis in accordance with AW standard
methodology. Although designed for a full CPS, this document should also be used for
targeted studies where the scope of such studies includes elements of a CPS, such as
demand studies, distribution system analyses and production analyses. This will assure
consistency in methodology and final report format and content.

Guidance manuals associated with the content of (a) wastewater system CPS's, and (b)
Small System Planning Studies are under development.

Capital Project Recommendations and Prioritization

Each capital project recommended within a planning study shall include a concept level
scope, cost, schedule, alternatives analysis (as appropriate), documentation and
assignment to appropriate Asset and Purpose Codes. Asset Codes define what types of
assets the project consist of, and Purpose Codes define why the assets are needed.
Proposed project scope should be sufficiently developed to enable the project to be
included in the company's business plans and associated enterprise software systems
(e.g. Powerplant.)

Projects should be prioritized in accordance with the current Regulated Asset Investment
Strategy Guidance. The project purpose codes correlate to the Asset Investment
Strategy categories. An optional tool to aid in the prioritization of capital projects has
been developed entitled the American Water System Project Prioritization Model. The
model's criteria, used to rank the projects, are based on the Company's strategic goals
outlined in the Regulated Asset Investment Strategy Guidance documents. This
guidance is updated annually.

Participation, Review and Approval

Planning studies that recommend capital investment projects have a significant impact
on the future operation and viability of the utility system under study and should
therefore include participation by internal and external stakeholders affected by the
planning study recommendations.

3.3

3.3.a Internal Stakeholders:
Affected internal stakeholders are identified by the Operating Unit Engineering Lead and
may include representatives from the following functional groups:

• Water Quality and Environmental
Management

• Field Operations

•

•

•

Production & SCADA

Maintenance

Customer Service
<Practice Name>
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1

•

Operational Risk Management

Government Affairs •

Construction / Project Delivery

Rates

• Business Development • Capital Program

Internal stakeholder participation and input should be solicited as often as possible
through informal means throughout the progress of the planning study, but more formally
through invitations to the kick-off meeting and the final draft review meeting. All affected
functional groups / key stakeholders must be given the opportunity to review the final
draft planning study before it is finalized in an effort to obtain comments, address
outstanding issues and gain concurrence on recommendations. These internal
stakeholders may choose to participate, delegate, or not participate in the planning study
process. Evidence that this opportunity was provided should be documented and can
be in the form of email routings, meeting minutes, draft review meeting sign-in sheets,
and/or routing cover sheets with check-off boxes for names of the reviewers attached to
the draft planning study document. A recommended signoff sheet for planning study
review is provided in Appendix A. Election by stakeholders not to participate either
actively or exhibited by non-response should also be documented.

3.3.b External Stakeholders:
Participation with external stakeholders such as regulatory agencies, local governments,
fire departments, non-governmental organizations, and customer groups during the
development of a planning study is strongly encouraged. This participation will help
ensure that the findings of the planning study have considered the interests of these
stakeholders.

3.3.0
Recommended capital investment projects will eventually come forward through the CIM
process to receive approval from the Operating Unit and Corporate CIM and FSO
committees. Therefore, final draft versions of any planning study recommending capital
investment projects should be provided to the Operating Unit President or his/her
designee as well as the Corporate Engineering Function prior to finalization. This will
provide them with an opportunity to review and comment on capital investment projects
prior to the projects entering the CIM process.

Operating Unit President and Corporate Engineering Function Concurrence:

Concurrence of Operating Unit President or his/her designee should be obtained.
Concurrence can be demonstrated either through documented communication or noted
as part of the monthly CIM or FSO meeting. Concurrence of the Corporate Engineering
Function should be obtained either through documented communication or noted as part
of the monthly corporate FSO meeting. It is recommended that participation and input
be solicited throughout the process of the planning study to gain consensus on the
recommendations.

3.3.d _
A formal sign-off process should be performed by the author(s) and supervisor when a
planning study is completed. A cover sheet must be provided in the front of the planning
study document with signatures of the following:

Final Planninq Study Signoff:

Engineer/Primary Author (not consultant)
Operating Unit Asset Planning Lead
Operating Unit Engineering Lead

A recommended cover sheet is included in Appendix A. Those signing this document
certify ownership and take responsibility for all content, including methodologies and
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Water Wastewater

Customer and demand projections Flow and load projections

Supply 8< treatment adequacy Treatment adequacy

Pumping and storage adequacy Flow equalization and pumping
adequacy

Distribution system analysis including
hydraulic modeling

Collection system analysis including
hydraulic modeling

4.

assumptions used in the analysis, accuracy of calculations and cost estimates, validity of
recommendations, and consistency with AW practices and standards.

Planning Study Types
4.1 Comprehensive Planning Studies (CpSs)

A Comprehensive Planning Study (CPS) is a master plan that provides a list of
prioritized major capital improvements for a system over a defined planning horizon of
approximately fifteen to twenty years.

A CPS includes an assessment of present and future scenarios in the following essential
areas:

4.2

The development or updating of the hydraulic model for a system should be included
within the scope and budget of the CPS if not addressed by other means.

Small System Planning Studies

A Small System Planning Study is a master plan, appropriate for systems with 500
customers or less, that provides a list of prioritized major capital improvements for a
system over a defined planning horizon of approximately fifteen to twenty years. A small
system planning study can cover one system or a group of systems in a single
document. The analysis should include assessments of present and future scenarios for
the same essential areas as a full CPS for larger systems, however, the level of detail
can be significantly reduced and should be commensurate with the complexity of the
system(s) and issues analyzed, the adequacy and quality of data available, and the
magnitude of improvement projects developed. Guidelines for preparing small system
planning studies are currently under development.

The development or updating of a hydraulic model for a small system is not required as
part of a Small System Planning Study.

Targeted Planning Studies (TPSs)

A TPS is a more focused planning study than a CPS. It addresses a specific issue, such
as a supply/demand study to assess adequacy of supplies, or a distribution system
analysis to assess adequacy of a distribution piping network and associated storage and
pumping facilities. A TPS is not a substitute for a CPS and is appropriate as an interim
step only if no significant changes to the service area have occurred other than the
issues to be targeted, and with the exception of new findings/recommendations brought
forth from the TPS, the CPS is still considered relevant in providing an accurate
assessment of the system and a sound capital improvement plan. The decision to

4.3
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perform a TPS vs. a CPS is left to the discretion of the State Engineering Function, with
consultation from the Corporate Engineering Function.

A TPS can also be considered as a phase within a CPS. This is particularly useful in
managing CPSs for large systems over multiple years or in situations where resources
are limiting. For example, a Supply/Demand Study could be performed for a system in
the first year, and the results could be incorporated into a full CPS the following year.

A TPS can also provide preliminary or post investigatory work for a CPS to address a
particular issue. Hydrogeologic studies, safe yield analyses, I 8t l studies, energy
efficiency studies, non-revenue water studies and facility needs assessments are
examples. Often such studies are needed for helping to determine the appropriate
alternative or for validating assumptions in the CPS decision-making process. It is
important that such studies are coordinated with the overall planning process approach
so that relevant, timely results can be incorporated into alternatives analysis and the
proper capital improvement recommendations are identified.

Some examples of TPSs would include:

•

•

•

•

•

•

Supply/Demand Study
Production Study
Distribution System Study
Regionalization Study
Dam Inspection
Condition Based Assessment of
Distribution System
I 8< I Study
Water Conservation Study
SCADA Master Plan
Facility Plan or Facility Needs
Assessment

•

•

•

•

•

•

•

•

•

•

•

Hydrogeologic Study
Feasibility Analysis
Sewer System Management Plan
Fire Flow Analysis
Water Management Plan
Surge Analysis
Energy Efficiency Study
Non-Revenue Water Study
Safe Yield Analysis
Rate Tariff Study
Wastewater Process Model

Condition-Based Assessments deserve special attention. A CBA can be performed in
conjunction with a CPS.

We need to address condition based assessment (CBA) needs and processes in the acknowledgement
that the age of most systems are now reaching to 80-100 years. In my opinion, the CPSs process do not
clearly address this real need. Most CPSs do not provide asset replacement project recommendations in
a systematic way. In California, we have started dedicated studies addressing wells, tanks, pumps,
buried assets, SCADA, Electrical system needs. The CBAs are appended to the CPS.

N

Acquisition Studies

An acquisition study is typically done prior to the purchase of a water or wastewater
system as part of the due diligence process. The study assesses the condition and
adequacy of system facilities and should identify capital improvements necessary to
assure adequate levels of service to customers within the system's service area. For
tuck-in acquisitions, it is important that these studies identify capital improvements
needed to maintain existing levels of service to the host system as well.

4.4
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Often times acquired systems are troubled systems with significant capital needs and a
small customer base, so acquisition studies often focus mainly on critical, high priority
improvements. Frequently timeframes are short and insufficient data is available to fully
and accurately assess system performance and needs prior to the acquisition.

For these reasons acquisition studies should not be considered a substitute for a CPS.
However, postponing a full CPS for a number of years after the acquisition may be
beneficial to allow for better understanding of system operations and collection of reliable
historic data. A CPS should then be scheduled after the appropriate data collection
period.

5. Data Management and Planning Tools
The effectiveness and efficiency in implementing an asset planning program is
dependent in large part on the accessibility of accurate system data and on the
availability and accuracy of up-to-date tools such as distribution system hydraulic
models. To this end, the operating unit engineering function must assure adequate data
is being collected, maintained and reviewed, and proper planning tools are maintained
and utilized so that accurate, complete, and timely system evaluations can be
performed.

5.1 Data Management

•

•

•

•

•

•

•

•

Some of the important data necessary to perform adequate planning include:

Historic customer usage data
System delivery data
Plant performance records
Distribution system records (flow tests, main breaks, etc.)
Facility inventories and inspections
Previous engineering studies
As-built drawings and distribution system maps
SCADA records

while it is recognized that much of this information may be generated, stored, or
maintained by other departments for other purposes, it is important that the Operating
Unit Engineering Function provide input into data management decisions to assure this
data is available for planning study use when needed.

A separate practice / user guide for the proper collection and storage of planning data for
planning studies is under development.

5.2 Planning Tools

Various tools are used to evaluate systems and capital projects, including hydraulic
models, GIS systems, and customized spreadsheet models (e.g. economic analysis
model, project prioritization model.) These tools should be kept accurate, calibrated and
up-to-date with current system information so they are available and ready to use when
needed. Hydraulic models are particularly important, since they are used for short and
long-term capital planning as well as water quality assessments, emergency response,
and vulnerability and reliability studies. They are essential in performing effective
system evaluations. A Users Guide is available for use with the project prioritization
model. A practice to address the development and maintenance of hydraulic models is
currently under development.
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6.

5.1

•

•

•

•

Planning Support for Developer Services & Emerging Need Projects
All capital investment projects should be reviewed within the context of an entire system
both as the system exists now and in the future. Projects should undergo a thorough
analysis of alternatives and review by key stakeholders prior to being recommended for
approval. For most capital investment projects, this is done in a Planning Study.
However, this is not always the case for developer services projects and emerging need
projects due to the less predictable nature and typical short timeframes associated with
these projects.

Developer Services / New Business

The operating unit engineering function should have in place a process that ensures new
applications for service are reviewed in terms of the ability of the system to provide safe,
adequate and reliable service to the proposed customers while assuring adequate levels
of service to existing customers. To assure these goals are met, the following analyses
should be performed:

Permit Review - ensure that all regulating agency requirements are met.
Capacity Review - ensure that there is available capacity in the existing system to
support new demands associated with the project.
Fire Flow Review .- determination of needed fire flow.
Operational/Hydraulics Analysis - ensure existing system operations and hydraulics
(pressures, flows, water age, etc.) are not affected detrimentally by the addition of the
new demands and that the required level of service including fire flow can be
provided. This analysis is ideally suited for hydraulic modeling.

Any capital improvements necessary to provide adequate levels of service to new
customers and maintain levels to existing customers should be identified, and results of
these analyses should be documented and retained by the operating unit engineering
and developer services/new business functions.

Emerging Need Projects6.2

Prior to bringing forward a project through the CIM process that was not recommended
in a planning study, the project should be.evaluated by the operating unit engineering
function to ensure that the project is reviewed in the context of the overall system and
that there are not other feasible, more cost-effective alternatives. Where appropriate,
analysis of the project using a hydraulic model should be performed.

Results of this evaluation should be in the form of a concise Technical Memorandum
that would include a description of the problem and analysis undertaken, the
recommended solution and cost, any evaluated alternatives, and appropriate sign-off.
Project benefits should also be quantified. The technical memorandum should be
included as an attachment to the project's justification within PowerPlant.

The TM should include: 1) description of the problem and need analysis, 2) evaluation of alternative
solutions, 3) scope, cost and schedule for the recommended solution, and, 4) appropriate sign-offs by the
operations and planning departments.

7. Document Maintenance, Security and Control
All documents generated from this Practice, including the planning program reports,
planning studies, project prioritization models, and hydraulic models shall be considered
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8.

Each planning study issued externally should be provided a unique number for
document tracking purposes. The engineering function for each operating unit is
responsible for the proper tracking of CPS copies. Guidance on this process and a
document control form is provided in Appendix B.

Final versions of all planning studies that recommend projects should be maintained on
the Lotus Notes Planning Navigator in PDF format. Additionally, one hard copy of all
CPS's and Small System Planning Studies should be sent to AW Corporate
Engineering.

Supplementary Tools and Guidance
A number of tools and additional guidance are available as a supplement to this
Practice. These are either in the form of a Lotus Notes database, or can be found as an
attachment in a Lotus Notes database. The available Supplementary Tools and
Guidance, their purpose, and their location, are identified below.

Lotus Notes Planning Navigator Database

PURPOSE: A directory to all Lotus
LQQATIONI Sewer: AQPHD. /ooivis .

8.1

confidential internal documents. Any external distribution shall be in accordance with
AW security procedures.

8.2 Lotus Notes Engineering Navigator Database

PURPOSE'
LOCATION

d

A direc1o[y to aII._l,otus Notes En sneering qat.abases .. ,. .
Sewer:

¢.,,.,
8

.Nqtps EIannin.g databases

MWMM .

8.3 Asset and Purpose Code Guidance

PURPOSE:
LOCATION:

Guidance for assigning Asset and Purpose codes to Funding Projects
CIM Reporting database - Supplementary Tools and Guidance view

ORGANIZATIONAL RESPONSIBILITIES

Asset Planning staff (corporate and operating unit) within the engineering function are
responsible for assuring compliance with this Practice.

To the extent that internal resources allow, all planning work should be done by AW engineering
staff. Corporate engineering should have right of first refusal for any planning work that cannot
be met by operating unit planning staff. Similarly, corporate-wide planning initiatives should be
met first with in-house resources, either operating unit or corporate, whenever possible.

Consultants are to be used only when the workload cannot be completed by in-house staff or
the required expertise cannot be found within Aw. The decision to use consultants should be
made jointly by the operating Unit Asset Planning Manager, the operating Unit Engineering
Director/Lead and the Engineering Manager - Corporate Planning. Consultants invited to bid
on such work should be selected from an approved list of consultants qualified to perform
planning work. This list will be reviewed and updated on a regular basis by a committee headed
by the Engineering Manager - Corporate Planning with input from operating Unit Asset Planning
Managers and operating Unit Engineering Directors/Leads.

REPORTING I METRICS

A listing of the reporting/metrics supporting this practice is presented below.

Implementation and Adoption Indicators:
<Practice Name>
<Practioe Functional Area>
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Number of systems for which a system status summary has been completed (target:
100% annually)

Number of flagged systems with customer counts greater than 500 assessed by a
comprehensive planning study within last 10 years (target: 50% within 3 years, 100%
within 5 years)

Number of flagged systems with customer counts of 500 or less assessed by a small
system planning study within the last 10 years (target: 50% within 4 years, 100% within 6
years)

Process Performance Indicators:

• % of investment projects (IP projects) brought forward through the CIM process which
were recommended by a planning study compared to total number of IP projects in CIM
process. The type of planning study that recommended a project will be coded as part
of the project justiflcation. This will be measured through a PowerPlant report (under
development).

REFERENCES

a.

b.

c.

d.

e.

f.

g,

h.

i.
j.

Capital Investment Management Policy, document no.
Asset Investment Strategy Guidance Document
Planning Data Practice (under development)
Hydraulic Model Practice (under development)
Project Prioritization Models
CPS Recommended Format, Contents and Methodology (i.e. CPS Guidance Manual)
Planning Criteria - Engineering Standards Manual, Standard P-01
Guidance Manual for Preparing the annual Planning Program Report (under
development)
Planning Study Prioritization Model
Planning Criteria for Wastewater Collection and Treatment - Engineering Standards
Manual' (under development)
Capital Investment Management Budgeting and Delivery Practice

DEFINITIONS

• CIM Process - Capital Investment Management process - the process through which
the company's capital investment is governed and where expenditures for individual
projects are authorized.

Functional Sign Off (FSO) - Required for all IP and CS Funding Projects prior to the
authorization for expenditure at any formal project stage (Preliminary, Implementation, or
Direct). This is to assure that evaluation and sign off of the technical and functional
aspects of the project has occurred.

• Water System - A service area with a unique PWSID number.

k.
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• Purpose Codes - codes used to identify the specific purpose of a particular investment
project (e.g. regulatory compliance, growth, pipeline renewal, efficiency, etc.) as defined
in the CIM Budgeting and Project Delivery Practice.

Operating Unit - A geographic grouping of systems under a single management
organization.

•

•

•

•

•

Capital Investment Project / Capital Project- A project which results in the creation,
modification, or replacement of assets financed by capital funds.

PowerPIant: A capital budgeting, project, and asset management software which is
integrated with American Water's Enterprise Resource Planning (ERP) software suite.

Asset Investment Strategy Guidance: Annual guidance that provides strategic direction
and forms the basis of agreed capital investment for American Water to maintain and
improve its fixed asset base, meet its legal and regulatory obligations, and meet its
strategic business objectives.

Capital Investment Management (CIM) Committees: Committees at the Operating Unit
and Corporate levels responsible for advising the approvers of individual projects and
monitoring the overall progress of the capital program.

Funding Proiect: The generic name for a capital project. There are four unique types of
Funding Projects (IP, CS, RP, and Dv). Funding Projects are created and budgeted at
the district level.
Investment Projects (III: Unique, one-time capital projects having a definitive start and
stop.

Centrally Sponsored Projects (CS): Same as an IP, however, these are managed
centrally by the Service Company with the costs charged directly to each Operating Unit
rather than through a Service Company bill.

Recurring Projects (RP): Capital projects which are routine in nature, are budgeted and
managed on a calendar year basis, and typically consist on many smaller sub-projects.

Line Item: The accumulation of all RPs of the same type rolled up to an Operating Unit
level.

Developer Funding Projects (DV): Similar to RP Projects, but with external advances
(typically by a developer) in part or in whole, and subsequent refunds over a fixed time
period.

REVIEW/UPDATE

This Practice will be reviewed one year after issuance and every three years thereafter. The
document may be revised, if necessary, based upon the results of the review.
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Operating
Unit Name Title & Functional Area

Office Location
(city, ST) Role

Bus. Center Gary Naumick Sr. Director - Corporate
Engineering (Corporate
Engineering)

Mt. Laurel, NJ Sponsor

Bus. Center James Chelius Manager, Engineering -
Corporate Planning
(Corporate Engineering)

Mt. Laurel, NJ Lead

IL, IA, ALW Alan Stuemke Manager, Engineering -
Asset & Capital Planning

Belleville, lL Member

Other States Sign up here

Operating
Unit Name Title & Functional Area Office Location

(City, ST) Reviewed

Long Island Rich Kern Manager - Engineering Long Island, NY

NJ Suzanne Chiavari VP Engineering Delran, NJ

VA, MD,
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Asset Planning
J

Region President

State Name American Water
Company Address

July 12, 2006

State Name American Water
Comprehensive Planning Study- Water/Wastewater System

Dear Mr/ Ms.

Asset Planning is pleased to submit this Comprehensive Planning Study report for the State
American Water's district. The study was performed jointly by the Region Asset
Planning Department and XXX Engineering. This study addresses all aspects of planning for
this system, including the planning process, demand projections, soiree of supply, production
and an analysis of the distribution system hydraulics. The report includes prioritized
recommendations for capital improvements in a fifteen-year program.

We appreciate the cooperation and guidance provided by you and your staff during the course
of this study.

Sincerely,

Engineer - Asset Planning Asset Planning Manager

Director - Engineering

American Water

1025 Laurel Oak Road
Voorhees, NJ 08043
USA

Re:

T +1 856 309 4586
F +1 856 782 3603
I www.amwater.com
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ASSET PLANNING DOCUMENT CONTROL PROCEDURES

All Asset Planning documents shall be considered confidential, and for security purposes,
external distribution shall be in accordance with AW security procedures. For proper document
tracking, each document copy should be provided a unique number and this number should be
tracked in a database or spreadsheet along with the recipient of the document and the date of
issuance. The Asset Planning Manager or Engineering Lead for each state is responsible for
the proper tracking of document copies. l

A Confidentially/Document Control form is included in this Appendix. Below is some guidance
on how to complete the various sections of the Confidentiality/Document Control Form:

• (include name, title and company/organization of individual to whom the
report is issued.)
Issued To:

• Date Issued: (include date report is issued to recipient, not the date of the Study)

• DCN#: (document control number - a unique, sequential number for tracking
purposes...see below)

The DCN was put in place for tracking reports. The number should be comprised of three parts
separated by decimal points: The first four digits are the state and district. The second four
numbers indicate the year and the number of the report in relation to other reports generated for
the district. The third four numbers indicate the numbered copy, numbered consecutively as the
report is issued.

For example, a CPS was issued for Jefferson City, Missouri in 2007. The state number and
business district number are 17 and 12, respectively. Therefore, the first four digits of the DCN
are 1712. Since this CPS was the first issued for Jefferson City in 2007, the second four digits
are 0701. The remaining four digits are unique to the copy. The first report is numbered
"1712.0701.0001," the second is numbered "1712.0701.0002", the third is numbered
"1712.0701.0003," and so on. A tracking spreadsheet is provided in the Lotus Notes Planning
Tools database to help Asset Planning Managers keep track of the distribution of copies.
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COMPREHENSlVE PLANNING STUDY DISTRICT NAME _ DATE

CONFIDENTIAL

In accordance with the American Water Data Classification Policy, this document has been
classified as CONFIDENTIAL. This is a controlled document and contains sensitive
information intended solely for Company Use. Unauthorized disclosure could seriously and
adversely impact Water System Security, the Company, its business partners, and/or its
customers. Recipients of this document, whether transmitted by electronic or bound copy have
a duty to protect this Confidential Information.

Issued To:

Date
Issued:

DCN#:

Prepared by:
xxx AMERICAN WATER
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GUIDANCE MANUAL

PLANNING PROGRAM REPORT

(under development)

Introduction and Purpose
Each engineering function is responsible for having a full understanding of the condition and
performance of all systems under its jurisdiction and for identifying, prioritizing and completing
critical planning work for systems in need of planning. In order to accomplish these goals, a
Planning Program Report (PPR) should be prepared annually, The State PPR represents the
long range program of planning work to be completed over the next five to ten years. Planning
needs identified on a system specific basis via the System Status Summaries as defined below,
as well as other state-wide or value-added studies, are combined and prioritized in the State
PPR.

Organization and Format
The Planning Program Report shall be organized as follows:

Section 1 State summary and recommended program
Section 2 State-wide or regional planning studies
Section 3 System Status Summaries (separate summary for each water and wastewater
system)

A template for the document and a sample report can be found in the Lotus Notes Planning
Tools database.

Description of Content
The following section provides details on the content of each section of the report.

Section 1 State Summarv and Recommended Program

This section provides an executive summary of the State PPR. It should contain the following:

State map with service area locations outlined and labeled.
General state information (total number of water and wastewater systems, total number of
customers sewed)

• Planning Study Program Table, with brief introduction explaining reasoning behind most
critical planning needs and prioritization methodology used.

•

•

The planning study program table lists the planning studies to be initiated over the reM 5 to 10
years to address individual system planning needs as well as regional or state-wide planning
studies or reports specified in Sections 2 and 3 below. Also included in this table will be study
type, prioritization, approximate cost, estimated start year and duration. A template for the
summary table is provided in the Lotus Notes Planning Tools database.



Section 2 State-wide or Regional Planning Studies

This section should include any planning studies or related work that addresses a specific topic
or issue and that covers multiple water or wastewater systems across the state or a wide region
Examples include

water use or conservation studies or non-revenue water studies that assess all
systems within a state
regulatory reports on specific issues, such as adequacy of water allocation for
all systems within the regulatory body's jurisdiction
regionalization studies that evaluate options associated with sharing facilities
(supplies, treatment, etc.) among several water or wastewater systems
energy efficiency studies (e.g. Cost savings associated with installing VFDs on
pumps, utilization of storage in various systems for energy peak shaving, etc.)

The format and content of each recommended planning study in this section should be similar to
that in the "Planning Recommendations" part of Section 3 below

Section 3 System Status Summaries

A system status summary should be provided for each water and wastewater system. For each
system, the following information should be provided

1. System Description

a.
b.
c.

2. Supply vs. Demand

a.

Size and location of the service area
Number of customers served
Description of major facilities and overall operation

c.
d.

Discussion of average and maximum day demands - include any pending
acquisitions or large new customers that could significantly impact demands
Discussion of sources of supply and capacity of production facilities - include any
impending issues that have significant potential impact on supplies (State re
allocation, purveyor cutbacks, water quality degradation, etc.)
Comparison of supply vs. demand (average and maximum day conditions)
Graph showing historic and projected demands vs. supplies

3. System Status

a. Regulatory Impacts
1. Discussion of any current or future regulations that may require

significant capital expenditures (e.g arsenic treatment, effects of
groundwater rule, dam improvements to meet new standards, etc.)

b. Performance Issues
1. Discussion of any performance-related issues or problems that should

be addressed through system analysis and possible capital projects
(e.g. chronic low pressures during peak hour demands in large areas
water quality issues as seen through customer complaints or NOVs.)

c. Infrastructure Issues

b.



Discussion of any major issues regarding the condition or performance
of major facilities that may warrant significant capital improvements
(e.g. a major treatment plant upgrade due to poor facility condition,
obsolete equipment or processes, etc., major dam repairs due to age
and deterioration)

4. Planning Recommendations

This section should include a summary of any recommendations for additional planning.
A short description of the planning work should be provided along with the needs the
study will address.

a. Each recommendation should be given a priority rating of high (immediate-3yrs),
medium (within 3-6 years) or low (7+ years). The timing of planning work should
coincide with the need. For example, if the system has been identified as a
"flagged system" as defined in this Practice, a recommendation should be made
to conduct a full CPS as soon as possible, and this should be rated as a high
priority. If not a flagged system, but the supply vs. demand analysis indicates
that a plant expansion may be needed in 15 years, a CPS should be scheduled
such that there is adequate time to design, permit and construct the facilities and
have them on-line in advance of the need, and such timing will dictate the priority
rating of the associated planning work.

All ongoing and future planning work targeted for the specific system should be
identified in this section. This may include CPSs, small system planning studies,
targeted studies, and other planning studies. Some examples include:

1. full CPS

hydrogeologic or other type of groundwater study

reservoir or streamtiow safe yield analysis

4. dam analysis (above routine inspection)

5. hydraulic study or pressure surge analysis

6. supply/demand update

non-revenue water study (if not state-wide)

8. conservation study (if not state-wide)

2.

3.

Recommendations should include an estimated cost for the study in current year
dollars.

d, It is recognized that the status summary may discuss issues or problems that
have already been analyzed and addressed in a recent planning study. The
study may have already identified solutions and provided recommendations, and
such projects are awaiting scheduling or pending budgetary approval. These
situations should be identified so that the system is not identified as a flagged
system, provided that the analysis and recommendations are still relevant.

5. Prior Planning Studies

c.

b.

7.



a. List of recent planning studies and reports. Provide title, date completed, and
systems included in study if not obvious by title. Summaries should be posted in
the Lotus Notes Planning Reports database.

6. Capital Improvements Summary (optional)

a. Provide a tabular summary of the status of all capital projects recommended in
most recent planning study. Include title of project, estimated cost, and year
completed or planned. This is useful in tracking the progress of
recommendations. Over time Powerplant will provide this capability as
recommended projects are loaded into the budget phase of Powerplant as part of
the close of the CPS process.
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1 EXECUTIVE SUMMARY

3 Linda J. Gutowski responds to Staff and RUCO testimony concerning certain rate-base issues
and then discusses revenue, some operating and maintenance expenses, depreciation expense
and conforming changes for Property Taxes, Interest Synchronization, and Income Taxes

6

7
8

RATE BASE - UTILITY PLANT IN SERVICE
The Company rejects RUCO's position to not include Well 5.1 in the Sun City Water District in
rate

11

12

The Company accepts Staff" s revision to the allocation of the North West Valley Treatment
Plant ("NWVTP") from 32% down to 28% for Anthem / Agua Fria Wastewater District and
from 68% up to 72% for Sun City West Wastewater District

RATE BASE ... CASH WORKING CAPITAL

14 The Company accepts Staff" s adjustment to leave out Chemical Expense for a downward
adjustment for the combined districts of $71,339. The Company accepts Staffs adjustment to
remove Bad Debt Expense from Customer Accounting Expense for a downward adjustment for
the combined districts of $26.048

After accepting someStaff adjustments, the Company corrects the payment lag for Management
Fees Hom 14.77 days to a lead of 11.25 days

22 The Company rejects RUCO's Cash Working Capital positions

23
24
25
26

RATE BASE -. DEFERRED INCOME TAXES

The Company accepts Staffs downward adjustment for the combined districts of $173,965 to
agree with audited financials

27
28
29

REVENUE

The Company makes several very minor adjustments due to errors found in linking files

30 OPERATING EXPENSES _ CUSTOMER ACCOUNTING

3;
34

The Company accepts Staff's reduction to Bad Debt Expense but changes the amount to a
decrease of $3,827 for the combined districts by comparing Net Charge Offs in the test year to
Staffs revised Net Charge Offs

35
36

OPERATING EXPENSE .-. MISCELLANEOUS WATER TESTING

The Company accepts Statl's adjustments for Water Testing Expenses

OPERATING EXPENSE - MAINTENANCE ... TANK MAINTENANCE39
40

41
42

The Company rejects RUCO's disallowance of a Tank Maintenance Reserve
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OPERATING EXPENSE - DEPRECIATION1

2
3
4
5
6

The Company disagrees with Staff for the Corporate Division depreciation rates. New
Corporate Division depreciation rates were effective December 1, 2009 as per Decision No.
71410.

1
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1.

Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, ADDRESS, AND TELEPHONE NUMBER.

1

2

3

4

5

My name is Linda. J. Gutowski. My business address is 2355 W. Pinnacle Peak Road,

Suite 300, Phoenix, AZ 85027, and my telephone number is 623-445-2496.

6

7

8

Q- ARE YOU THE SAME LINDA J. GUTOWSKI WHO PREVIOUSLY

SUBMITTED DIRECT TESTIMONY IN THIS DOCKET ON JULY 2, 2009?

Yes .

9

10

11

12

13

14

Q- WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?

I will respond to Staff and RUCO testimony concerning adjustments to the Company's

proposed rate-base. Please note that I have organized my rebuttal testimony to address

each of the rate base topics separately by district (Sections II-V). Then, I discuss revenue

(Section VI), a few selected operations expenses (Sections VII-IX), and depreciation

expense (Section X).

11. RATE BASE .... UTILITY PLANT IN SERVICE

A. ANTHEM WATER DISTRICT

DO THE PARTIES AGREE ON ANTHEM WATER'S RATE BASE?

15

16

17

18

19

Q~

Yes. Staff RUCO, and the Company all agree on the value of Anthem Water District's

Utility Plant in Service at $90,684,602,

20

21

22

23

24

Q-

B. SUN CITY WATER DISTRICT

ARE THERE ANY PLANT.Hq__SERVICE ISSUES FOR THE SUN CITY WATER

DISTRICT?

A.

A.

A.

A.

A.

Yes. There are two issues addressed in the rebuttal testimony of Company witnesses, Mr.

Broderick, Mr. Gross and Ms. Murray. Ms. Murrey discusses Staff" s removal of
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1

2

3

$149,498 from Plant in Service for the value of "Youngtown Plant". Mr. Broderick and

Mr. Gross discuss RUCO's recommendation to disallow Well 5.1 in Sun City Water

district.

4 Q-

5

WHAT IS THE REQUEST STAFF'S MR. BECKER MAKES ON PAGE 38 OF

HIS DIRECT TESTIMONY?

7

8

9

10

11

12

13

14

Mr. Becker asks that the Company address the addition of Plant 9 and Wells 9.2 and 9.3

in the Tierra Del Rio section of Sun City Water. At December 2008, a Journal Entry put

the plant on the books since it went operational that month. For Plant 9, plant accounts

304100-Structures & Improvements-Source of Supply and 311200-Pump Equipment

Electric were each debited for $3,038,258.32 and an off-setting entry was made to

Contributions for $6,076,516660. For Well 9.2, plant account 307000-Wells & Springs

was debited for $1 ,303,2 l3.1 l and an off-setting entry was made to Contributions for the

same amount. For Well 9.3, plant account 307000-Wells 8; Springs was debited for

$1 ,409,416.57 with an off-setting entry to Contributions for the same amount.

15

16

Q. WERE THERE ADDITIONAL COSTS RECORDED AFTER DECEMBER 31,

17

18

19

20

21

22

23

24

25

.6

A.

A.

2008? I

Yes. The costs for Company-related labor, overheads, and expenses for Materials and

Supplies have been included. Since the additional costs are all Company-related there is

not a corresponding entry to contributions. The engineering "As Built" which

summarizes the accounting by NARUC plant account number (300 accounts) has been

completed. The journal entry that was recorded in December 2008 was an estimate of the

charges to the individual account numbers. The "As Built" adjusts the estimate recorded

to actual and is the final distribution of all charges to a project work order. I am

attaching Rebuttal Exhibit LJG-lR which details the segregation of the final costs to the

300 accounts. The difference between the estimate and actual for Plant 9 is an additional
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$256,402. For Well 9.2 the final distribution adds $87,106 and for Well 9.3 results in

additional costs of $22,070. These additions have not been included in the Company's

rebuttal schedules

4 WHAT IS THE VALUE OF SUN CITY WATER DISTRICT'S UTILITY PLANT

IN SERVICE?

The Company's rebuttal amount is $63,466,921

8 Q

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

HAVE YOU REVIEWED STAFF'S ADJUSTMENT GTM-4 RELATING TO THE

ALLOCATION OF THE NORTHWEST VALLEY TREATMENT PLANT

("NWVTP") TO ANTHEM / AGUA FRIA WASTEWATER DISTRICT?

Yes. I have

12 Q WHAT IS THE COMPANY'S RESPONSE TO STAFF'S RECOMMENDATION

TO REVISE THE ALLOCATION OF THIS PLANT BETWEEN ANTHEM /

AGUA FRIA WASTEWATER DISTRICT AND SUN CITY WEST

WASTEWATER DISTRICT?

The Company accepts Staffs proposed allocation of the NWVTP reflected in adjustment

GTM-4 NWVTF ADJ #1, This adjustment changes the capital allocation between

Anthem / Agua Fria Wastewater and Sun City West Wastewater by decreasing the

Anthem / Agua Fria Wastewater district's allocation percentage of plant from 329

28%. The effect of Staffs adjustment accepted by the Company is a decrease to Utility

Plant in Service of`$l.039.8Z3

22

23

WHAT IS THE REVISED ANTHEM / AGUA FRIA WASTEWATER UTILITY

PLANT IN SERVICE?
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1

2

The Anthem / Agua Fria Wastewater district's Utility Plant in Service incorporating all

adjustments is $128,430,090.

3

4

5

6

7

Q.

D. SUN CITY WEST WASTEWATER DISTRICT

HAVE YOU REVIEWED STAFF'S ADJUSTMENT GTM-4 RELATING TO THE

ALLOCATION OF THE NORTHWEST VALLEY TREATMENT PLANT

("NWVTP") TO SUN CITY WEST WASTEWATER DISTRICT?

Yes, I have.

8

9

10

11

12

13

14

15

16

17

WHAT IS THE COMPANY'S RESPONSE TO STAFF'S RECOMMENDATION

TO REVISE THE ALLOCATION OF THIS PLANT BETWEEN SUN CITY

WEST WASTEWATER DISTRICT AND ANTHEM / AGUA FRIA

WASTEWATER DISTRICT?

As discussed above, the Company accepts Staffs proposed allocation of the NWVTP

reflected in adjustment GTM-4 ADJ #I for the Anthem / Agua Fria Wastewater district

and Sun City West Wastewater district. Rate Base Adjustment LJG-IR reflects this

reallocation of the NWVTP which increases the allocation percentage to Sun City West

Wastewater District from 68% to 72%. This effect of the change is an increase of

$1,039,823 to Utility Plant in Service.

18

19

20

21

22

23

WHAT IS THE COMPANY'S REVISED UTILITY PLANT IN SERVICE FOR

A.

A.

A.

Q.

A.

SUN CITY WEST WASTEWATER?

The Company's revised Utility Plant in Service for the Sun City WestWastewater district

incorporating the Rate Base adjustment LJG-1R and an adjustment proposed by Ms.

Sandra Murray is $36,983,761 .
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1

2

3

4

5

6

7

E. SUN CITY WASTEWATER DISTRICT

DO YOU HAVE ANY CHANGES TO SUN CITY WASTEWATER DISTRICT

UTILITY PLANT IN SERVICE?

No, however, Company witness Ms. Sandra Murrey is proposing an adjustment. The

Company's revised Utility Plant in Service for the Sun City Wastewater district is

$24,457,095 which agrees with Staffs recommendation shown on Staff Schedule GTM-

4.

8

9

10

11

12

111. RATE BASE - ACCUMULATED DEPRECIATION

A. ANTHEM WATER DISTRICT

DOES ACCUMULATED DEPRECIATION IN THE ANTHEM WATER

DISTRICT NEED ANY ADJUSTMENT?

No. All parties agree on $12,789,099

13

14

15

16 A .

17

B. SUN CITY WATER DISTRICT

WHAT ADJUSTMENT DID STAFF MAKE TO THE ACCUMULATAED

DEPRECIATION RESERVE FOR SUN CITY WATER DISTRICT?

Ms. Murrey will discuss Mr. Becker's GWB-5 Rate Base Adjustment #1 which decreases

the accumulated depreciation by $22,008 related to the Youngtown Plant.

18

19

20

21

22

23

24

WHAT ABOUT RUCO'S DOWNWARD ADJUSTMENT OF 3463,964 TO NOT

A.

A.

A.

RETIRE WELL 5.1?

The Company disagrees with RUCO's adjustment on Schedule B (SC) in RCS-2 as it

reverses the retirement ofWell 5.1 and is related to RUCO's adjustment to exclude the

post test year replacement of Well 5.1 from rate base. The old Well 5.1 was taken out of

service and the new Well 5.1 was built on the same site. This adjustment should be

rejected.
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1 Q WHAT IS THE TOTAL SUN CITY WATER DISTRICT'S ACCUMULATED

DEPRECIATION?

The total accumulated depreciation for Sun City Water district is $18,951,889 which

agrees with the Staffs recommended value.

6

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT ADJUSTMENTS ARE YOU ACCEPTING FOR ANTHEM / AGUA FRIA

WASTEWATER DISTRICT?

Rate Base Adjustment LJG-4R accepts Staffs downward adjustment of $630,244 for the

decrease in the NWVTP percentage for Anthem / Agua Fria, from 32% to 28%

summarized on Staffs GTM-4, Adjustment #6.

11 Q WHAT IS THE REVISED ANTHEM / AGUA FRIA WASTEWATER DISTRICT

ACCUMULATED DEPRECIATION?

The revised total is $22,154,486, including LJG-4R and Sandra Murray's adjustments.

15 Q

D, SUN CITY WEST WASTEWATER DISTRICT

HAS ARIZONA-AMERICAN MADE ANY ADJUSTMENTS TO

ACCUMULATED DEPRECIATION FOR SUN CITY WEST WASTEWATER

DISTRICT?

Yes. LJG-4R makes the conforming change to Accumulated Depreciation shown on

GTM-4 Adjustment #5 for the change in the capital allocation percentage for the

NWVTP. The allocation percentage increased from 68% to 72% under Staffs proposal

Ana results in an adjustment that increases accumulated depreciation by $630,244.

22 WHAT IS THE TOTAL ACCUMULATED DEPRECIATION FOR SUN CITY

WEST WASTEWATER DISTRICT?

The total is $19,813,983, which agrees to Staff
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1

2

3

4

5

Q.

E. SUN CITY WASTEWATER DISTRICT

DOES ACCUMULATED DEPRECIATION IN THE SUN CITY WASTEWATER

DISTRICT NEED ANY ADJUSTMENT?

No. All parties agree on $10,761,769.

Iv.6

7

8

9

10

11

12

13

14

15

16

17

18

Q-

RATE BASE -. DEFERRED INCOME TAXES

A. ALL DISTRICTS

STAFF MAKES ADJUSTMENTS IN EACH DISTRICT TO DECREASE

DEFERRED INCOME TAXES FOR A TOTAL OF $173,965. DO YOU AGREE?

Yes. The Company agrees with the Staff Adjustments GWB-8 RB No. 3 for Anthem

Water district of a downward adjustment of 5818,580 as accepted in LJG-ZR, GWB-6 RB

No. 2 for Sun City Water district of a downward adjustment of $49,151 as accepted in

LJG-1R; GTM-8 RB No. 4 for Anthem / Agua Fria Wastewater district of a downward

adjustment of $27,084 as accepted in LJG-3R, GTM-7 RB No. 3 for Sun City

Wastewater district of a downward adjustment of $47,073 as accepted in LJG-ZR, and

GTM-7 RB No. 3 for Sun City West Wastewater district of a downward adjustment of

$32,077 as accepted in LJG-3R. These adjustments are on each district's Schedule B-2

Rebuttal..

19

20

21

22

23

24

25

Q-

RATE BASE -. CASH WORKING CAPITAL

A. ALL DISTRICTS

WHAT ADJUSTMENTS DID STAFF MAKE TO CASH WORKING CAPITAL?

I

A.

v .

A.

A.

Staff made 3 main adjustments in every district. First,Staff removed Chemical Expense

from the calculation of cash working capital. The Company agrees with this adjustment

as Chemical Inventory is included in the 13 month average of Materials and Supplies

Inventories in the calculation of the Working Capital Allowance on Schedule B-5 .
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1

2

3

Next, Staff removed Bad Debt expense in every district. This results in an adjustment to

the expense lag days for Customer Accounting expense from 10.09 to 20.31. The

Company agrees with this adjustment for the expense side of the Cash Working Capital

calculation.4

5

6

7

8

9

10

11

Third, Staff adjusted the expenses in their cash working capital calculation to be

consistent with their recommendations for adjusted test year expense levels. RUCO

made the same adjustments to the Company's direct case to reflect their recommended

expense levels in their cash working capital calculation. The Company agrees with the

use of the recommended adjusted test year expense levels and used the same procedure in

our direct case and this rebuttal casepresentation. We are making the conforming

changes to Cash Working Capital that agrees to our rebuttal positions on expenses.

12 Q. WHAT FURTHER ADJUSTMENTS DID RUCO MAKE TO CASH WORKING

13 CAPITAL?

14

15

First, RUCO suggested that the Collection Lag portion of the Revenue Lag be changed

from actual to a theoretical 20 days and that the Revenue Lag should be a theoretical 39

16

17

days as that is what it is for other electric and gas utilities. The Company disagrees. The

Commission has accepted the Company's calculation of Revenue Lag in several prior

18

19

20

21

22

rate cases without question. In our most recent case, in which 7 other Arizona-American

water and wastewater districts were examined, the calculation of the Revenue Lag

resulted in a range from 46 to 50days and a Collection Lag of 28.3 days. As shown on

the work papers submitted in this case and in response to a RUCO data request seeking

billing and collection data for 2009, the number of charge offs for these 5 districts has

23 changed from 1,312 for 2006 to 1,446 for 2007 to 1,623 for 2008 to 1,830 for 2009. This

24

L

25

A.

is almost a 40% increase during the 4 year period which is largely due to the economic

climate in Arizona. Ida not believe that Arizona is through the foreclosure problem so I
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1

2

3

don't see the number of charge offs coming down. These charge offs have a definite

effect on the revenue the Company can collect to use for cash working capital. To reduce

the collection lag in the current situation would be wrong.

4 Q- HOW IS THE COMPANY'S COLLECTION LAG CALCULATED?

5

6

7

8

9

The Company's collection lag is calculated the same way it always has been. Accounts

Receivable Balances every day divided by 365 days to calculate Average Daily Accounts

Receivable. This is divided by the calculation of Average Daily RevenUe equal to Total

Company Revenue divided by 365 days. This is the standard calculation and ours comes

to 26.1 Collection Lag Days.

10

11

12

13

14

15

The Company has a late payment charge of 1-l/2% which takes at least some of the

burden of delinquency off the customers who pay in a timely fashion. But the late

payment penalty was never designed to be a money maker, or to compensate the

Company for the delayed receipt of revenue. To pretend that it replaces a substantial

portion of our cash working capital requirements serves only to understate the

Company's true cost of service.

16 Q- WHAT DOES RUCO SAY ABOUT THE COMPANY'S BILLING LAG DAYS?

17

18

19

20

21

Again, RUCO wishes to use someone else's Billing Lags. Our calculation is based on

looking at each route for each month in every district in the case. We use the actual

billing date minus the current read date to derive the Billing Lag days. To say that we

"ought" to have a lower billing lag because there are computers has no basis. The Billing

Lag the Company uses is calculated the same way it always has been - bill date minus

read date.22

23 Q- PLEASE TALK ABOUT YOUR REBUTTAL POSITION FOR LAG DAYS FOR

24

A.

A.

MANAGEMENT FEES.
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1

2

3

4

5

6

7

8

9

In data request number RUCO 2-75, RUCO requested infonnation pertaining to the

payment of Management Fees. In responding to that data request, I discovered that the

majority of the payment was, in fact, in advance of the services to be used that month. In

addition, there is a monthly true-up that compares actual expenses for the prior month to

the payment (estimated) made the prior month. The true-up portion can be positive or

negative depending on the Advance from the beginning of the month and the actual as

billed for the month. Incorporating this new infonnation provided in response to data

request number RUCO 2-75 in the cash working capital calculation changes the lag days

from 14.77 to lead days of l l .25 since the majority of the Service Company bill is paid in

10 Advance.

11 Q- WHY DO ALL THE OPERATING COMPANIES PAY THE SERVICE

12 COMPANY BILL IN ADVANCE?

13

14

15

16

17

18

19

20

21

22

23

24

25

I

A.

A.

All the operating companies signed a Service Company Agreement in 1989. Article IV.

BILLING PROCEDURES, Section 4.1 states "As soon as practicable after the last day of

each month, Service Company shall render a bill to Water Company for all amounts due

from Water Company for services and expenses for such monthplus an amount equal to

the estimated eo5t of sueh services andexpenses for the current month . . . All amounts

so billed shall reflect the credit for payments made on the estimated portion of the prior

bill and shall be paid by Water Company within a reasonable time after receipt of the bill

therefore." (emphasis added) The Service Company has no water or sewer customers. It

is also an at cost affiliate. Therefore, implementation of the practical effect of Mr.

Smith's theoretical payment lag would decrease Arizona American's working capital and

increase the Service Company's cost of working capital. Those additional costs would

then be passed back through the Service Company bill to Arizona American in the font

of higher Service Company costs. Given the unique nature of the business relationship
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1 between Arizona American and the Service Company, the terns of the agreement are

2 reasonable.

3 Q- SHOULD THE ACTUAL PAYMENT METHOD BE USED IN THIS CASE?

4

5

6

7

Yes. It is Arizona American's actual lead days for payment of Management Fees, not a

theoretical number of days that matches our payment of electric bills, for instance. This

is the same kind of lead days used in the 2008 Working Capital calculation that was

approved as part of Decision 71410.

8

9

10

11

12

Q- HOW MUCH OF A CHANGE TO CASH WORKING CAPITAL DOES YOUR

CHANGE TO USING ACTUAL DAYS MAKE?

It adds $421,977 to the calculation. Multiplying that by 7.2% return and by 1.65 Gross

Revenue Conversion Factor equates to an increase of approximately $50,000 on Revenue

0f$50,000,000, or 0. 1 %.

VI. OPERATING REVENUES

A. ANTHEM WATER DISTRICT

13

14

15

16

Q- WHAT IS THE ONLY DIFFERENCE AMONG THE PARTIES FOR TEST

YEAR ADJUSTED REVENUES?

17

18

19

20

21

RUCO made an adjustment to the Anthem Water District for an electronic error in the

calculation of Customer Annualization. Links were broken and the Commercial class

Basic Service Charges is missing from my calculation. The Company accepts this

correction and will increase the Customer Annualization pro forma adjustment by $9,458

in Income Statement adjustment LJG-IR.

22 Q~ DOES THIS AGREE TO THE RUC() ADJUSTMENT?

23 No. RUCO decreased the Customer Annualization pro firma by $9,458 instead of

24

A.

A.

A.

A.

increasing the test year revenue by that amount.
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1 DO YOU HAVE SOME VERY MINOR ADJUSTMENTS TO MAKE TO OTHER

DISTRICTS?2

3 Yes.

4

5

6

7

8

B. ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT MINOR ADJUSTMENT NEEDS TO BE MADE?

In Income Statement Adjustment LJG-4R for Schedule C-2 Rebuttal, I have changed the

"Remove Billings for Other Districts" amount for a broken link. The change decreases

Test Year Revenue by $121 .

9

10

11

12

13

c . SUN CITY WASTEWATER DISTRICT

WHAT MINOR ADJUSTMENT NEEDS TO BE MADE?

In Income Statement Adjustment LJG-IR for Schedule C-2 Rebuttal, I have changed the

Annualized Rate Increase Adjustments for Rate Schedule A2SlN from ($2,997.34) to

($3,642.70), a decrease to Test Year Revenue of $645.

14

15

16

17

18

19

VII. OPERATING EXPENSES - CUSTOMER ACCCUNTING

A. ALL DISTRICTS

HAS STAFF MADE A SIMILAR ADJUSTMENT TO BAD DEBT EXPENSE

WITHIN CUSTOMER ACCOUNTING EXPENSE IN EVERY DISTRICT?

Yes. They have taken Test Year Revenues times a 3 year average percentage of Net

Charge Offs of a percent of Revenue in each individual district.

20

21

22

23

24

WHAT DID THE COMPANY DO?

A.

A.

A.

A.

A.

The Uncollectible Provision is applied to the Company as a whole. Because it goes into

the Corporate Uncollectible expense account, the charge offs go against it in the same

Corporate account, even though one can query the billing system to see the amount of net

charge offs in each district. This total Corporate Uncollectible expense is spread to the



District 4-Factor % Original
Company
Amount

Revised
Pro FOHH8
Amount

Company
Adj #

Adjustment

Anthem W 9.36% $18,927 $33,904 LJG-3R $14,977
Sun City W 12.2% $24,670 $13,830 LJG~1R $10,840
A/AFWW 12.35% $24,974 $43,651 LJG-4R ($18,677
Sun City WW 7.54% $15,247 $7,558 LJG-3R $7,689
Sun City West WW 6.38% $12,901 $1,602 LJG-2R $11,299
Total $96,719 $100,546 $3,827

Arizona-American Water Company
Docket No. W-01303A-09-0343. et al
Rebuttal Testimony of Linda J. Gutowski
Page 13 of21

1

2

3

districts in the case based on the 4-Factor allocation methodology. Therefore, the offset

to the provision as well as the actual charge offs are in a corporate account and are spread

to the distn'cts using the 4-Factor allocation methodology.

4 Q- DO YOU ACCEPT THE METHOD STAFF USED TO DEVELOP A TEST YEAR

5 "NORMALIZED" BAD DEBT EXPENSE?

6

7

8

9

Yes, but Staff compared the 3 year average of net charge offs to the total expense of the

provision netted with the charge offs. This is comparing apples and oranges. If one

compared Staffs 3 year average to what was spread to the water and wastewater districts

in this proceeding using the 4-Factor for net charge offs only, the amounts would be as

10 follows .

11

12

This is the amount I make in various adjustments on Schedule C-2 Rebuttal rather than

accepting Staffs combined adjustment of ($259,309).

13 VIII. OPERATING EXPENSES - MISCELLANEOUS _. WATER TESTING

14 A. ANTHEM WATER DISTRICT

15 Q- WHAT IS THE AMOUNT THAT THE COMPANY, ACCOUNTING STAFF, AND

16 ENGINEERING STAFF HAVE AS THE PRO FQRMA ArvmnnT oF WATER

17 TESTING IN ANTHEM WATER?

18

19

A.

A.

We all agree on $4,469. Test Year Expense was $12,173 and the pro forma decrease is

$7,704. No adjustment is needed.
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2 Q-

B. SUN CITY WATER DISTRICT

WHAT IS THE AMOUNT FOR SUN CITY WATER DISTRICT FOR WATER

TESTING?

The Company requested a pro forma amount of $29,167 over the booked amount of

$15,865. In response to Staff Data Request, the Company revised their estimate to

$6,172. Staff Engineering determined the pro forma amount should be $7,479. Staff

Accounting on Schedule GWB-15, Adjustment #4 used $3,787 and subtracted the

Anthem Water booked amount of $12, 173 in error for a downward pro forma adjustment

of $8,386

10 Q IN YOUR OPINION, WHAT ARE THE CORRECT AMOUNTS FOR SUN CITY

WATER DISTRICT WATER TESTING EXPENSE?

The Company will accept Staff's revision to Data Request 12.1 as explained on Hains

Table 5, page 7 with a cost of $7,479. The Company pro Ronna amount as filed was

$29,167. A downward adjustment is needed in the amount of$21,688 as shown on LJG

ZR

17

18

Q.

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT

WHAT ARE THE AMOUNTS FOR ANTHEM / AGUA FRIA WASTEWATER

DISTRICT'S WATER TESTING COSTS?

Staff shows a total of $80,596 which represents $62,642 for Anthem Wastewater and

$17,954 for Agua Fria Wastewater Verrado and Russell Ranch plants. What is missing is

% of the NWVTP's water testing costs, which is equal to $3,695 for a combined total

of $84,291. The adjustment needed is an increase in Water Testing Expense from what

the Company originally filed of $21,478 as shown on Adjustment LJG-3R

D. SUN CITY WASTEWATER DISTRICT



Arizona-American Water Company
Docket No. W-01303A-09-0343> et al.
Rebuttal Testimony of Linda J. Gutowski
Page 15 of21

1

2

3

4

ARE THERE ANY TESTING COSTS IN A DISTRICT WITHOUT A

TREATMENT PLANT?

No. The Company has the correct amount andStaff accepted it. Pro forma amount of $0

less the spread of Corporate of $9,808 gives a downward adjustment of $9,808.

5

6

7

8

9

10

11

12

E. SUN CITY WEST WASTEWATER DISTRICT

WHAT SHOULD THE COST FOR TESTING BE IN SUN CITY WEST

WASTEWATER?

A.

A.

After the spread of 68% of the NWVTP, the Company showed booked amount of $8,300

and a pro forma amount of $10,222. In response to Staff Data Request 9.6, the revised

amount for theNWVTP is $13,196. GTM- 15 Adjustment #4 shows $13,196 before

splitting NWVTP. The Company accepts the Staff amount but reduces it to 72%, or

$9,501 . I made a downward adjustment, LJG-3R, of $721 .

f
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1 IX.

2

TANK MAINTENANCE

A. SUN CITY WATER DISTRICT

3 Q PLEASE DISCUSS THE COMPANY'S REQUEST FOR TANK MAINTENANCE

COSTS AND WHAT IS THE CURRENT SITUATION?

5 A

10

11

Currently, we are allowed to defer tank maintenance costs for Sun City Water district in a

Regulatory Asset account. In each rate case for Sun City Water district, we request

amortization of the balance in the account. Effective April of 2008, we were allowed to

amortize the authorized balance of $ l09,338 over 4 years. In this case, the Company has

requested a Tank Maintenance Reserve based on painting the 14 older tanks in Sun City

over a 14 year period. The estimated costs are over $5 million dollars and would require

an additional $445,000 in operating expenses each year.

12

13

14

Q- WHAT ARE THE POSITIONS OF THE PARTIES?

15

16

17

18

19

20

Staff was silent in its testimony but did not reverse the Company's $445,000 pro Ronna in

its revenue requirement. RUCO recommended denial of the Reserve. The Company

continues to believe that the most effective wav to cause timely tank maintenance is for

the Commission to approve the tank reserve. Otherwise, necessary Sun City tank

maintenance competes at this time with very scarce capital funds. While the existence of

a tank painting deferral gives a slight edge to tank maintenance, the Company still must

come up with the necessary funds until the deferred costs can be included in rates. As

Mr. Broderick explains, the Company's short-term debt is already too high.

21 x. DEPRECIATION EXPENSE

22 Q- WHY IS THE ACCURACY AND CONSISTENCY OF DEPRECIATION RATES

23 MORE IMPORTANT TO THE COMPANY NOW?

A.

25 ]

24

A.

Since the Company became publicly traded on the New York Stock Exchange, there are

certain Sarbanes-Oxley Requirements ("SOX"). One of those requirements is a quarterly
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1

2

3

4

5

6

review of depreciation rates in the accounting system compared to those allowed by the

Commission. Another requirement is to submit a depreciation rate for any utility plant

account (NARUC 300 accounts) with a balance but no depreciation rate (i.e. 0%). This

prevents new accounts from sitting on the books with no depreciation expense until we

can get authorization for new rates. If we don't approve the rates quarterly, or if we let

plant balances go without depreciating them, we fail an internal SOX control.

7

8

9

10

Q-

A. ANTHEM WATER DISTRICT

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR ANTHEM WATER DISTRICT?

11

12

13

14

Staff suggests, and the Company accepts, a change to account 304600-Stmctures &

Improvements Offices to l.67%, a new rate for account 308000-Infiltration Galleries &

Tunnels of 2%, a change for account 331001-Transmission Distribution Mains Not

Classified by Size to 1.53% (to match the rate for other Mains accounts), and a change

for account 341300-Transportation Equipment Autos to 20%.

15

16 Q-

B. SUN CITY WATER DISTRICT

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR SUN CITY WATER DISTRICT?17

18

19

20

21

22

23

Staffs changes depreciation rates for account 303300-Land & Land Rights Pumping,

303500-Land & Land Rights Transmission Distribution, and 303600-Land & Land

Rights Administrative General which are all for Land and Land Rights as shown on Staff

Schedule GWB-16. These accounts are not usually depreciable. The Staff Engineering

report shows the Staff recommendation at 0%, and the Company agrees with the Staff

Engineer's recommendations.

24

A.

A.

c . ANTHEM / AGUA FRIA WASTEWATER DISTRICT
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1

2

3

4

5

6

7

8
• 9

10

11

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR ANTHEM / AGUA FRIA WASTEWATER DISTRICT?

The Company accepts Staffs changes to depreciation rates for accounts 354500-

Structures & Improvements General Plant to l.67%, account 355500-Power Generation

Equipment to 4.42%, and account 370000-Receiving Wells to 33%. We disagree with

Staff Engineer changing the depreciation rates for accounts 380625-TD Equipment

General Treatment and 380650-TD Equipment Influent Lift Station from 8.4% which

was approved in Decision 70372 as of June 1, 2008, the middle of the test year,

downward to 5%. In general, we oppose changing rates back and forth with no study

performed. We accept Staffs new depreciation rate for account 398000-0ther Tangible

Plant of 10.3%.

12

13

14

15

16

I 17

Q.

D. SUN CITY WASTEWATER DISTRICT

WHAT CORRECTION WOULD YOU MAKE TO STAFF'S SCHEDULE GTM-

14?

The Company would correct the schedule GTM-14 for account 354500-Structures &

Improvements General Plant from the depreciation rate of 1.67% to 2%, which is used in

the Staff Engineering report.

18

19

20

21

22

23

24

25

E. SUN CITY WEST WASTEWATER DISTRICT

WHAT CHANGES TO DEPRECIATION RATES DOES THE STAFF SUGGEST

FOR SUN CITY WEST WASTEWATER DISTRICT?

A.

A.

A.

The Company accepts Staffs depreciation rate for account 389100 of 4.98%. Now all

the sewer districts will have the same rate for Other Plant and Miscellaneous Equipment.

We reject Staff Engineer's change for accounts 390000 Office Furniture and Equipment

from 4.59% to 4.98% for Sun City West Wastewater only. The other sewer districts use

4.59% and Sun City Water and Sun City Wastewater use 4.59% for this account. I
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1

2

3

realize this is a small change, but the Company is trying to get the depreciation rates for

similar type accounts to be the same in each district, unless there is some distinguishing

reason to be different.

4 F. NORTHWEST VALLEY TREATMENT PLANT (NWVTP)

5

6

Q- ARE THERE CHANGES TO BE ACCEPTED FOR NWVTP DEPRECIATION

7

8

9

10

11

12

13

14

15

RATES?

Yes. The Company would like to thank Staff for making the rates in the NWVTP agree

to the rates in the Sun City West Wastewater District, where the plant is physically

located. It requires a lot of coordination, and we appreciate the effort. The Company

agrees to the Staffs changes in depreciation rates for account 371100-Pumping

Equipment Electric to 10%, account 390000-0ffice Furniture & Equipment to 4.59%,

account 390200-Computers & Peripheral to 25%, and to 391000-Transportation

Equipment to 20%. We believe there is a typographical error on Staff"s schedule GTM-

16 for account 393000-Tools Shop & Garage Equipment. The rate should be 4.47%

rather than 4.74% to agree to Staff Engineer's recommendations.

16

17 Q»

18

G CORPORATE DIVISION

WHAT IS THE COMPANY'S OBJECTION TO THE CORPORATE

DEPRECIATION RATES AS USED BY STAFF ACCOUNTING WITNESSES?

19

20

21

22

23

24

A.

A.

The Company disagrees with Staff' s rates for the Corporate Division whose depreciation

expense is spread to the 5 districts in this case. Those rates were changed in Decision

71410, effective December 1, 2009, a mere 4 months ago. They were effective for the

other 7 districts. The Company cannot depreciate the same desk, or computer, at one rate

for 7 districts and at a different rate for 5 districts. Rate Base Adjustment SLM-2 in

every district spreads the depreciation expense to each of the 5 districts using the same
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1

2

rates approved 4 months ago. The Company maintains its position to retain its original

rates in this case and rejects Staff" s return to old rates.

3 XI. PROPERTY TAXES

4 Q- HAS THE COMPANY MADE CONFORMING CHANGES TO THE PROPERTY

5 TAX CALCULATION?

6 Yes. Each District has an adjustment to property taxes for the changes to proposed

7

A.

revenue.
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1

2

3

4

5

6

7

XII.

Q~

INTEREST SYNCHRONIZATION

HAS THE COMPANY MADE CONFORMING CHANGES TO THE INTEREST

SYNCHRONIZATION CALCULATION?

Yes. Each District has an adjustment to interest synchronization based on two factors.

Mr. Broderick has accepted Staff' s Cost of Capital with a 3% Weighted Cost of Debt

which was the same as the Company used in the original filing. And the conforming

change is to reflect any and all updates to Rate Base.

8

9

10

11

12

XIII. INCOME TAXES

Q- HAS THE COMPANY MADE CONFORMING CHANGES TO THE STATE AND

FEDERAL INCOME TAX CALCULATIONS?

Each District has an adjustment to income taxes that reflects any and all revised revenues

and expenses.

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?13

14

A.

A.

Yes.





Exhibit LJG-1 R

Sun City W ater
Tierra Del Rio Projects

NARUC Acct
Acct # Description

303 Land & Land Rights
Item Description
Land 8= Land Rights
Subtotal

Well # 9.2 Well # 9.3Plant # 9
$88,715
$88,715 $0 $0

Total
$88,715
$88,715

304 Structures & Improvements
304100 Earth W ork, Fencing

Paving
Catch Basin (Drywell)

304200 Earth Work, Fencing
Paving
Buildings
HVAC Unit
8" Piping for HVAC Unit
Fire Suppression Eqpt
Manhole/Catch Basin
Electric Gate Opener
Subtotal

$291,194
$34,179
$34,230

$227,492
$21 ,688
$33,279

$736,677
$13,066

$678,916
$143,1 19

$9,882
$46,780
$24,094
$25,890

$1 ,678,424 $359,603 $282,459

$518,686
$55,867
$67,509

$736,677
$13,066

$678,916
$143,119

$9,882
$46.780
$24,094
$25.890

$2,320,485

307 Wells & Springs
Drilling, design, installation, initial
water quality testing
Subtotal $0

$417,840
$417,840

$374,105
$374,105

$791 ,945
$791 ,945

309 Supply Mains $151 ,391
$134,997
$286,388

Pipe & Fittings
Valves
Subtotal $0

$40,980
$74,049

$1 15,029

$110,411
$60,948

$171,359

310 Power Generator 1 - 750 kw/ 938 kA
generator
Subtotal

$228,632
$228,632 $0 $0

$228,632
$228,632

$207,973
$255,832
$564,901

$41 ,367
$16.651

$3,528

$207,973
$255,832
$564,901

$41 ,367
$16,651

$3,528

311 Pump Equipment
311200 3 - 60 hp Pumps

3 .. 100 hp booster pumps
Electrical, Control Panel
Compressor for Hydropneumatic Tank
Pressure Measurement Device
Ultrasonic Level Measurement Device
Chlorine Analytical Water Monitoring
Instrument
W ell Pump
Electrical, Control Panel
Measurement Device Gage
Subtotal

$3,280

$1,093,532

$105,562
$343,838

$3,444
$452,844

$121 ,764
$436,240

$2,314
$566,818

$3,280
$227,326
$780,078

$5,758
582, 106,694

820.1 Water Treat Eqpt
320100 Magnetic Meters

Subtotal
$15,760
$15,760 $0 $0

$15,760
$15,760

320.2 Solution Chemical Feeders
320200 On-site Sodium Hyprohtorite Generator

Subtotal

$120,791
$120,791 $0 $0

$120,791
$120,791



330.1 Storage Tank
330100 1.5 MG Storage Tank

Subtotal

$2,078,210
$2,078,210 $0 $0

$2,078,210
$2,078,210

330.2 Pressure Tank
330200 1,500 Gal Hydro Pneumatic Tank

Yard Hydrant/Sampling Station
Subtotal

$74,268

$74,268
$3,651
$3,651

$3,433
$3,433

$74,268
$7.084

$81 ,352

331 Mains
331100 Mains 4" 81 Less
331200 Mains 6" to 8"
331300 Mains 10" to 16"
331300 Valves
331400 Mains 18" & Greater

Subtotal

$55,204
$48,870

$517,858
$89, 130
$76,118

$787, 180 $0 $0

$55,204
848.870

$517,858
$89, 130
$76.118

$787. 180

334 Meters
334000 2 - 6" Well meters

Subtotal $0
$34,441
$34,441

$33,636
$33,636

$68,077
$68,077

336 Backflow Preventer
336000 Backflow Preventors

Subtotal

$2,139
$2,139

$2,583
$2,583

$2,314
$2.314

$7.036
$7,036

346 Communication Equipment
346190 SCADA

Subtotal

$164,204
$164,204

$4,305
$4,305

$3,857
$3,857

$172,366
$172,366

347 Misc Equiprneni
347000 Eye Wash l Drench

Subtotal

$1 ,069
$1 ,069 $0 $0

$1.069
$1,069

TOTAL PROJECT COSTS $6,332,924 $t.390.296 $1.431,481 $9,154,701

BOOKS AT TEST YEAR END
304100 Structures & Improvements
307000 Wells
311200 Pumping Equipments $3,038,258

$6,076,516

$3,038,258
$1803.213 $1 ,409,393

$1,303,213 $1,409,393

$3,038,258
$2,712,606
$3,038,258
$8,789,122

271160 Contributions <$6_076.516> <$1,303,213> ($1,409,393> ($8,789.122>

INCREASE IN UTILITY PLANT IN SERVlCE $256,408 $87,083 $22,088 $365,579
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EXECUTIVE SUMMARY

Sheryl L. Hubbard testifies as follows:

Qponsored Schedules

Ms. Hubbard sponsors the following schedules for each district in the case:

•

•

•

•

•

•

•

•

•

•

•

•

•

Schedule A-2 - Arizona American Summary of Results of Operations
Schedule A-4 - Arizona American Construction Expenditures and Gross Utility Plant in
Service
Schedule A-5 -- Arizona American Summary Statements of Cash Flows
Schedule C-1 -- Arizona American Adjusted Test Year Income Statement
Schedule C-2 - Arizona American Income Statement Pro Forma Adjustments
Schedule C-3 -- Arizona American Computation of Gross Revenue Conversion Factor
Schedule E-3 - Comparative Statement of Changes in Financial Position
Schedule E-7 - Operating Statistics
Schedule E-8 -- Taxes Charged to Operations
Schedule F-l -. Projected Income Statements
Schedule F-2 .-. Projected Statements of Changes in Financial Position
Schedule F-3 ,- Projected Construction Requirements
Schedule F-4 --- Assumptions Used in Rate Filing

Operating Income Adjustments

Ms. Hubbard sponsors the following adjustments to operating income:

1
2
3
4
5
6
7
8
9

10
11
12

13

14
15

16
17

18

19

20
21

22
23
24
25
26
27
28
29

30

31
32

33

34
35

36

37

38

39

40

41

42

43

44

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

•

Adjustment SLH-l .- Annualize Payroll and Payroll Tax Expense
Adjustment SLH-2 - Annualize Pension Expense
Adjustment SLH-3 - Annualize 401K Expense
Adjustment SLH-4 - Annualize Insurance Expense
Adjustment SLH-5 - Annualize Purchased Water
Adjustment SLH-6 - Remove CAP Revenue and Expense
Adjustment SLH-7 .- Annualize Waste Disposal Expense
Adjustment SLH-8 ,- Water Testing Expense
Adjustment SLH-9 -. Specialist on Industrial Pre-Treatment
Adjustment SLH-10 - Adjust Conservation Expenses
Adjustment SLH-l 1 - Tank Maintenance Accrual
Adjustment SLH-l2 - Annualize Property Taxes
Adjustment SLH-13 Remove Other Income and Deductions
Adjustment SLH-14 Annualize OPEBs
Adjustment SLH-l5 .- Interest Synchronization
Adjustment SLH-l6 - Federal and State Income Taxes
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Additional Subject Matter

Ms. Hubbard also supports the following requests by Arizona American:

Allocation of the Northwest Valley Regional Treatment Facility plant investment and
operating expenses between Sun City West Wastewater district and the Anthem/Agua
Fria Wastewater district, and

1
2
3
4
5
6
7
8
9

10
11
12

• Arizona American's request for a tank maintenance reserve to fund tank maintenance
expenditures.
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1

2 1.

3 Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS, AND TELEPHONE

4 NUMBER.

5

6

My name is Sheryl L. Hubbard. My business address is 19820 N. 7th Street, Suite 201,

Phoenix, Arizona 85024.

7 Q~ BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

8

9

I am employed by Arizona American Water Company ("Arizona American") as a

Manager, Rates & Regulation.

10 Q- PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR ARIZONA

11 AMERICAN.

12

13

14

My primary responsibilities are to prepare, coordinate and manage rate applications and

other regulatory filings consistent with the applicable regulatory agency's filing

requirements. I also administer tariffs and support rate case-related public outreach.

15 Q- PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

16 EDUCATION.

17

18

19

20

21

22

23

24

25

26

A.

A.

A.

A. I have 30 years of experience in public utility accounting and regulation, 18 years

employed by the Michigan Public Service Commission ("Michigan Commission") as an

auditor/audit manager as well as a Commissioner's Assistant. During my employment

with the Michigan Commission, my responsibilities included preparing revenue

requirement calculations for water, steam and electric utilities. After my employment

with the Michigan Commission, I was employed by the Arizona Corporation

Commission ("Commission") as the Chief of the Accounting and Rates section.

Following my employment with the Commission, I joined Citizens Communications

Company ("Citizens") as a Regulatory Accounting Manager in its Arizona Gas division.

My responsibilities with Citizens included ensuring compliance with applicable state
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1

2

statutes, regulatory rules and decisions, as well as preparation of rate cases and other

regulatory filings with state regulatory agencies in Arizona and Colorado.

3

4

5

6

7

After my employment with Citizens, I joined Arizona Water Company as Manager of

Rates and Regulatory Accounting. As the Manager of Rates and Regulatory Accounting,

my responsibilities included monitoring regulatory actions taken by the Commission,

ensuring compliance with decisions of the Commission, filing necessary tariffs, preparing

rate cases and other regulatory filings for submission to the Commission, and appearing

as a witness before the Commission.8

9 I have been employed with Arizona American since March 2007.

10

11

12

I have a Masters in Business Administration from the University of Phoenix and my

undergraduate degree, a Bachelor of Arts degree with a major in Accounting was

obtained from Michigan State University. I am a licensed, certified public accountant in

13 the states of Arizona and Michigan.

14 Q- HAVE YOU PREVIOUSLY TESTIFIED BEFORE REGULATORY

15 CGMMISSIONS?

16

17

18

Yes, I have testified before the Arizona Corporation Commission on numerous occasions.

I have also testified before the Michigan Public Service Commission and the New

Mexico Public Regulation Commission.

19 II. PURPOSE OF TESTIMONY

20 Q- WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

21 The scope and purpose of my testimony are set forth in my Executive Summary.

22 Q. HOW IS YOUR TESTIMONY URGANIZED?

23

24

A.

A.

A. Arizona American is requesting rate changes for the Anthem Water, Sun City Water,

Anthem/Agua Fria Wastewater, Sun City Wastewater, and Sun City West Wastewater in
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1

2

3

4

5

6

7

8

9

10

11

this proceeding. Each water and wastewater district has been assembled as a stand-alone

filing complete with all standard tiling requirement schedules. Whenever possible,

schedules and adjustments will be discussed as applicable to the two water and three

wastewater districts previously identified. In addition, a summary table is included

detailing Arizona American's proposed adjusted operating income by district for

Schedule C-1. Similarly, since most of the proforma adjustments that I am proposing

are premised upon the same underlying principles regardless of the district, theproforma

adjustments are discussed herein by adjustment number which correlates to the

normalizing/annualizing adjustment. Forany pro forma adjustments that do not apply to

all five of the water and wastewater districts, the proposed adjustment will be discussed

for the specific district or districts affected.

12 Q- DOES YOUR TESTIMONY INCORPORATE RECOMMENDATIONS OF

13 OTHER COMPANY WITNESSES?

14

15

16

Yes, it does. I have incorporated recommendations or adjustments sponsored by Mr.

Buls, Mr. Cole, Ms. Gutowski, Mr. Kiser, and Mr. Grossas proforma adjustments to test

year expenses when applicable.

17111SPONSORED SCHEDULES

18 Q- PLEASE IDENTIFY THE SCHEDULES YOU ARE SPONSORING.

19 I am sponsoring the following schedules for each of the two water and three wastewater

districts:20

21

22

Schedule A-2 - Arizona American Summary of Results of Operations

Schedule A-4 - Arizona American Construction Expenditures and Gross Utility Plant

23 in Service

24 Schedule A-5 - Arizona American Summary Statements of Cash Flows

25 0--Schedule C 1 As=izona American Adjusted Test Year Income Statement

26

A.

A.

• Schedule C 2 Arizona American Income Statement Pro Forma Adjustments
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1 Schedule C 3 Arizona American Computation of Gross Revenue Conversion-18aete1=

2 Schedule E 3 Comparative Statement of Changes in Financial Position

3 o Schedule E 7 Operating S*atistics

4 • Schedule E-8 -- Taxes Charged to Operations

9

5 • Schedule F-1 - Projected Income Statements

6 Schedule F-2 - Projected Statements of Changes in Financial Position

7 • Schedule F-3 - Projected Construction Requirements

8 • Schedule F-4 - Assumptions Used in Rate Filing

DIV SUMMARY SCHEDULES

10 Q. PLEASE EXPLAIN SCHEDULE A-2?

11

12

13

14

15

16

17

Schedule A-2 titled "Summary Results of Operations" is provided for each of Arizona

American's water and wastewater districts included in this application. Schedule A~2

summarizes operating history for the years 2006, 2007, and the test year 2008, as well as

projected year 2009. The figures summarized for the test year are shown both

unadjusted, as reflected in Arizona American's accounting records, and adjusted for

known and measureableproforma changes detailed in Schedule C-2 for each water and

wastewater district in Arizona American's application.

18 Q. PLEASE EXPLAIN SCHEDULE A-4?

19

20

21

22

23

24

25

A.

A.

Schedule A-4 titled "Construction Expenditures and Gross Utility Plant in Service"

presents the historical construction expenditures for the years 2006, 2007, and test year

2008, as well as three years of projected construction expenditures (2009, 2010, and

2011). This schedule also summarizes the annual net plant placed in service and the

balances, both actual and projected, of gross utility plant in service for the same periods

shown for construction expenditures. Mr. Gross provides direct testimony on test year

and projected construction activities for this proceeding.
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1 Q. PLEASE EXPLAIN SCHEDULE A-5?

2

3

4

Schedule A-5 titled "Summary Statements of Cash Flows" is a statement of cash flows

detailing the changes in the cash accounts for years 2006, 2007, and test year 2008 as

well as projected year 2009.

5

6 v . ADJUSTED GPERATINC INCQME

7 Q- PLEASE EXPLAIN SCHEDULE C 1?

8

9

10

11

12

A=- -Schedule  C 1 t i t led  "Ad jus ted Test Your  Income Statement"  sets  for th  revenues and

expenses and the resulting not income both on an histor ical unadjusted basis and an

adjusted ( including pro forma adjustments)  basis. This schedule also contains a summary

etlthe--proposed revenue increase and the associated tax effects for which allowance is

afforded by the revenue conversion factor.

13 Q. WHAT IS ARIZONA AMERICAN'S ADJUSTED OPERATING INCOME BY

14 DISTRICT IN THIS PRGCEEDING?

15

16

A. -The following tables summarize Adjusted Operating Income for each water and

wastewater district seeking rate increases in this proceeding:

17 Table 1 Adjusted TestYear Operating Income

18

19

20

A.
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1 A OPERATING REVENUES

2 Q. WHAT OPERATING REVENUE ADJUSTMENT ARE YOU SPONSORING IN

3 THIS PROCEEDING?

4

5

6

7

I am responsible for removing revenues from surcharges authorized by the Commission

for recovery of Central Arizona Project ("CAP") water costs for the Sun City Water

district in Adjustment SLH-6. Ms. Gutowski is Arizona American's witness for the

remainder of the Operating Revenue values.

8 Q. WHY ARE YOU REMOVING CAP-SURCHARGE REVENUE?

9

10

11

12

13

14

15

16

The Commission has authorized mechanisms to recover deferred and ongoing CAP

municipal and industrial charges ("M&I Charges") incurred by Arizona American for

Sun City Water. These mechanisms enable Arizona American to retain its CAP

allocations by providing cost recovery of the expenses associated with purchasing this

renewable source of water that is a vital part of the long-term water supply for this

district. CAP-surcharge revenues are removed from the calculation of adjusted test year

revenue to enable Arizona American to continue the recovery of the changes in CAP-

related charges through the Commission-authorized mechanism.

17 Q- WHAT IS THE MECHANISM AUTHORIZED BY THE COMMISSION FOR

18 SUN CITY WATER DISTRICT?

19

20

21

22

23

24

25

A.

A.

A. In Decision No. 62293 (issued February 1, 2000), the Commission approved a

Groundwater Savings Fee for the Sun City Water and Sun City West Water districts in

conjunction with a request to recover deferred and on-going CAP capital charges not

used or delivered to the Maricopa Water District Recharge Facility ("MWD"). The

Commission's decision provided a surcharge mechanism to recover both deferred CAP

capital charges and the on-going capital and delivery charges. The Sun City Water

district has an allocation of 4,189 acre feet of water, of which 4,105 acre feet were
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delivered to MWD during the test year (evaporation constitutes the difference between

the allocation and delivery figures)

The approved mechanism for Sun City Water District provides for recovery of deferred

CAP M&I charges of $872,160 over a five-year period beginning in February 2001 and a

separate adjustable surcharge for the recovery of on-going CAP capital and delivery

charges. As of January 31, 2006, Arizona American has fully recovered the deferred

CAP capital charges, however, we continue to incur the ongoing capital and delivery

charges

9 Q~ IS ARIZONA AMERICAN PROPOSING ANY REVISION TO THE

10 GROUNDWATER SAVINGS FEE FOR SUN CITY WATER DISTRICT?

No. The mechanism as originally designed allows for increases and decreases in the cost

of CAP water and provides an efficient procedure for billing customers for this cost

without over or under recoveries. Accordingly, Arizona American is not seeking to

modify this mechanism at this time. The Company will file a Groundwater Savings Fee

application to revise the Groundwater Savings Fee in the near future to reflect current

actual balances in its CAP balancing account and current CAP capital and delivery rates

GPERATINCEXPENSES

18 Q WHAT ARE ARIZONA AMERICAN'S REQUESTED TGTAL OPERATING

EXPENSES BY DISTRICT?

The following tables summarize adjusted test year operating expenses for-
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Table 2 Mdiusted Test YearGperating Expenses

3 C PRO FORMA ADJUSTMENTS

4

5 Q- WHAT PRO FORMA ADJUSTMENTS TO THE HISTORICAL TEST YEAR

6 ARE YOU SPONSORING?

7 Arizona American has identified known and measureable changes to the historical test

8 year revenues and expenses for each of the categories listed below.

•9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

A.

•

Adjustment SLH 1 Annualize Payroll and Payroll Tux Expense

Adjustment SLH 2 Annualize Pension Expense

Adjustment SLH 3 Annualize 401K Expense

Adjustment SLH /I Annualizce Group Insurance Expense

Adjustment SLH-5 - Annualize Purchased Water

Adjustment SLH-6 - Remove CAP Revenue and Expense

Adjustment SLH 7 Annualize Waste Disposal Expense

Adjustment SLH-8 - Water Testing Expense

Adjustment SLH 9 Specialist on Industrial Pre Treatment

Adjustment SLH 10 Adjust Conservation Expenses

Adjustment SLH-ll Tank Maintenance Accrual

Adjustment SLH-12 - Annualize Property Taxes

Adjustment SLH-13 - Remove Other Income and Deductions

Adjustment SLH l/l Annualize OPEB Expense

Adjustment SLH-l5 Interest Synchronization
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1 • Adjustment SLH-16 -- Federal and State Income Taxes

2

3 Q - PLEASE EXPLAIN ADJUSTMENT SLH-1 ANNUALIZE PAYROLL AND

4 PAYROLL TAX EXPENSE?

5 A. Adjustment SLH 1 is a proforma adjustment to annualize the latest known pay rates for

6 employees of Arizona American and calculate the payroll tax expense associated with the

7 change in payroll expense. The latest known rates, which became effective March 24,

8 2009, form the basis of the annualization adjustment, however, Arizona American will

9 update this adjustment for the 2009 pay rates if the hearing schedule permits the inclusion

10 of that rate increase.

11 Q. PLEASE EXPLAIN ADJUSTMENT SLI-I-2. ANNUALIZE PENSION EXPENSE?

12 A.

13

14

15

16

17

18

Adjustment SLH 2 is a proforma adjustment to annualize the increase in pension costs

based on the 2009 funding liability. Employees of Arizona American hired before

January 1, 2006, are eligible for a defined benefit pension. Arizona American has 107

employees who are eligible for the defined benefit plan. Arizona American has

experienced a significant increase in its annual pension funding obligation over the last

few years as shown in the table below. This increase is due primarily to the crisis in the

financial markets. Unfortunately, Arizona American does not anticipate a reduction in

19 this exp else in the near future.

20 Table 3 Pension Costs

21
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1 The cost to fund this increased pension liability for 2009 is reflected in proforma

2 Adjustment SLH 2 for each district.

3 Q - PLEASE EXPLAIN ADJUSTMENT SLH 3 ANNUALIZE 401K EXPENSE?

4 A.

5

6

7

8

9

10

Adjustment SLH 3 i s  pro forma adjustment that annualized Arizona American's

contribution to its employees' 401k retirement savings program. Employees of Arizona

American hired after January 1, 2006 are only eligible for the Company's Il01k plan. The

defined contribution plan for Arizona American employees contains a provision for a

fixed percentage contribution of the employee's base pay as well as a matching

contribution up to a pre established percentage for employees that defer a portion of their

compensation into the /look retirement plan.

11
12 Q - PLEASE EXPLAIN ADJUSTMENT SLH 4 ANNUALIZE INSURANCE

13 EXPENSE?

14

15

16

17

18

19

Adjustment SLH 4 is a proforma adjustment to amiualize the increase in group insurance

expenses for Arizona American's water and wastewater districts. Group insurance

includes premiums for life insurance, medical insurance, dental insurance, long term

disability insurance, short term disability insurance, worker's compensation insurance

and liability insurance. The 2009 group insurance costs were compiled and the increase

in these expenses above the test year expense form the basis of this proforma adjustment.

20 Q. PLEASE EXPLAIN ADJUSTMENT SLH-5 .-. NORMALIZE PURCHASED

21 WATER APPLICABLE TO ANTHEM WATER DISTRICT?

22 A,

23

24

25

A.

Adjustment SLH»5 is applicable only to the Anthem Water district. Water is purchased

for customers in the Anthem district pursuant to an agreement between Del Webb (Pulte)

and the As Chin Indian Community ("As Chin Agreement"). The As Chin Agreement

contains a cost per acre foot that is subject to an annual adjustment based on a formula of
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the change in the Consumer Price Index (CPI) during the prior three year period

Adjustment SLH-5 reflects the annualized cost of purchased water expense using the

percentage change in the Consumer Price Index (CPI) from January 2006 to December

2008, as specified in the As Chin Agreement

Adjustment SLH-5 also contains the letter of credit fee required to obtain assignment of

the water lease rights from Del Webb (Pulte) to the Company as discussed in Mr. Buls

testimony

9 Q PLEASE EXPLAIN ADJUSTMENT SLH-6 - REMOVE CAP REVENUE AND

EXPENSES?

Adjustment SLH-6 applies only to the Sun City Water district and i s  apron

adjustment to isolate Central Arizona Prob et ("CAP") surcharge revenues and purchased

water costs to enable retention of the mechanisms that are currently in place to recover

these charges. Sun City Water district currently has a mechanism in place, which I

discussed in greater detail above in conjunction with Operating Revenues

16 Q PLEASE EXPLAIN ADJUSTMENT SLH-7 ANNUALIZE WASTE DISPOSAL

EXPENSE?

Adjustment SLH 7 applies only to the Sun City Wastewater district and is a proforma

adjustment to annualize the test year waste disposal expense. Sun City Wastewater

district contracts with the City of Tolleson for all of its waste disposal services. The

agreement with the City of Tolleson consists of four separate rate components which are

both capital and operating in nature. The Commission has approved how the rate

components should be reflected in Sun City Wastewater's operating expenses

In general, Rate Components 1, the principal and interest costs on the outstanding loan

obligation, and Rate Component 2, the operations and maintenance expenses ("O&M")
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1

2

are included in the operating expenses of Sun City Wastewater. Rate Component 3, the

Reserve and Contingency Fund and Rate Component -4, Capital Costs are deforreé -for

3 teeevory in a subsequent rate proceeding.

4 Q. ARE THERE KNOWN AND MEASUREABLE CHANGES IN THE O&M COSTS

5 COMPONENT QF THE TOLLESON WASTE DISPGSAL ARRANGEMENT?

6

7

8

9

Yes. The O&M costs have u true up component that is billed in June of each-yeaa-These

true up costs are known when the monthly invoice is received but are Arizona-Ame1=iean

is not billed until the following Juno. The annualized O&M costs are based upon--the

most recent 12 month period, May 2008 to April 2009, plus a known and measureable

10 true up payment.

11 Q - IS ARIZONA AMERICAN SEEKING TO BEGIN AMORTIZING DEFERRED

12 CHARGES APPLICABLE TO RATE COMPONENTS THREE AND FOUR?

13

14

15

16

17

18

Yes. After completion of the last Sun City Wastewater rate proceeding it wasdeternained

that some Rate Component Three costs had been improperly charged teeaepense-as

discussed in Mr. Cole's testimony. During the test year in that case, $55,888--oilkate

Component Three costs were included in operating expenses. The Company-has

amortized $4,657.32 per month ($55,888 / 12) of the deferred Rate Component-iPl=nFee

reclassified costs since the effective date of the decision in that case. At the end0>L20(-)8;

19

20

21

22

23

24

A.

A.

a deferred balance of $536,456 of the Rate Component Three Reserve and C-entingeeaey

Fund costs remain on the books of the Company. The balance is included in-rate-base-as

a component of the deferred debits which are the subj cot of Ms. Murrey's testimeny=

Arizona American is proposing an amortization period of ten years, or $534646-per-yeaa=

based on language in the contract that specifies that only projects with lives of-less-than

ten years in length will be billed as Rate Component 3.
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1

2

3

4

5

The dechlorination upgrade, billed under Rate Component Four, was completed in-June

2006. The completed costs associated with the upgrade to the dechlorination facility

totaled $564,628. This balance is included in rate base as a component of the deferred

debits which are the subject of Ms. Murrey's testimony. Arizona American is proposing

to amortize these costs over 22 years at a rate of 4.54% or $25,626 per year

6 Q- PLEASE EXPLAIN ADJUSTMENT SLH-8 - WATER TESTING EXPENSE?

7

8

9

10

11

12

13

Adjustment SLH-8 is a proforma adjustment to annualize water testing costs for known

and measureable changes in the cost of water testing. Arizona American charges all of its

water testing to corporate level expense accounts which are then allocated to the

individual districts using the four-factor allocation methodology. This method does not

properly assign the water testing costs to the individual districts, which necessitates the

adjustment computed in Adjustment SLH-8. Known changes in costs per tests have been

factored into the calculation of the adjusted test year water testing expense by district.

14 Q- PLEASE EXPLAIN ADJUSTMENT SLH-9 SPECIALIST ON INDIJSTRIAL

15 PRE TREATMENT?

16 A.

17

18

19

20

21

Adjustment SLH 9 is a proforma adjustment to adjust for labor and laboHelated

expenses to include an employee who was not captured in the test year labor and labor

related expenses. The employee that performed this function during a portion of the test

year was no longer employed by Arizona American at year end and, accordingly-was-net

included in the labor costs. This adjustment is necessary to include labor charges-fer-the

new employee that now performs this function.

22 Q - PLEASE EXPLAIN ADJUSTMENT SLI-I-10 ADJUST CDNSERVATIDN

23 EXPENSES?

24 A.

25

A.

Adjustment SLH 10 is a proforma adjustment that applies to the Anthem Water and Sun

City Water districts to adjust test year conservation expenses to the level approved by-tiae
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Ccmznissicn in Decision Nos. 67093 (June 30, 2004) :Md 70372 (ma 13, 2008). Ir:

Decision No. 67093, the Commission authorized $40,000 for conservation targeted

expenditures in the West Valley (including Agua Fria Water and Sun City West Water

districts). In Decision No. 70372, the Commission approved Arizona American's request

to include an additional $7,500 for conservation targeted expenditures for Anthem--Wato1=

Using an allocation based upon customer count, the $47,500 was allocated among the

West Valley districts and Anthem Water. Approval of the proforma adjustment M11

enable Arizona American to continue activities that inform and educate customers about

the need for conservation

10 Q PLEASE EXPLAIN ADJUSTMENT SLH-11 - TANK MAINTENANCE

ACCRUAL & AMORTIZATION?

Adjustment SLH-11 is a proforma adjustment that applies only to the Sun City Water

district. Arizona American is requesting an annual accrual of $445,000 to fund a tank

maintenance program for its Sun City Water district. A tank maintenance reserve fund

provides a vehicle to Ievelize costs of inspecting and maintaining storage tanks which is a

benefit to Arizona American and its customers. Arizona American's proposed program

covers a fourteen-year cycle which is discussed in greater detail by Mr. Cole. The

amount of funds that Arizona American should begin collecting from its customers to

cover the costs that Mr. Cole believes are needed to inspect and maintain the tanks in Sun

City will be accrued to a reserve account and when inspection and tank painting invoices

are received, the reserve will be reduced. A reserve accounting method protects

customers by insuring that all funds collected are used to fund tank maintenance

activities. Future reviews of the activities in the reserve account can be performed and

adjustments to the accrual can be made in subsequent rate cases
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1 Q. PLEASE EXPLAIN ADJUSTMENT SLH-12 -. ANNUALIZE PROPERTY

TAXES?

Adjustment SLH-12 is a pro farma adjustment to adjust the property taxes to the level

based upon the adjusted test year revenue and also to compute a property tax factor to

include in the gross revenue conversion factor calculation to provide for the property tax

increases that will result from the revenue increases in this proceeding. The property tax

factor was originally proposed by the Commission Staff and adopted by the Commission

in Decision No. 70209, dated March 20, 2008 for Arizona American's Sun City

Wastewater and Sun City West Wastewater districts

10 Q PLEASE EXPLAIN ADJUSTMENT SLH-13 -. REMOVE OTHER INCOME AND

DEDUCTIONS?

Adjustment SLH-13 is a proforma adjustment to remove items that are "below the line

or not related to the provision of water or wastewater service. This adjustment is

necessary to exclude other revenue and expense items that are not included in the

Company's cost of service to its customers

16 Q PLEASE EXPLAIN ADJUSTMENT SLH -14 ANNUALIZE ()PEBS°

Kdjustment SLH 14 is a proforma adjustment to annualize Other Post Employment

Benefits (OPEBs) for cost increases above the test year amounts. Arizona American has

experienced increasing funding obligations for its OPEB due to a severe deterioration in

the financial markets. The OPEB costs in the test year are greater than prior years, but

the Company does not anticipate a reduction in 2009 or beyond at this time and believes

the proposed level is reasonable it this time
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1

2

3

Q. PLEASE EXPLAIN ADJUSTMENT SLH-15 - INTEREST

SYNCHRONIZATION?

4 Adjustment SLH-15 is a proforma adjustment to synchronize the interest deduction that

5 is a function of each district's rate base and weighted cost of debt and the interest

6 deduction that is a component in the test year income tax calculation. For ratemaking

7 u uses, a utility 's revenue re uirement reflects the recover of interest ex else basedup

8 on the weighted cost of debt in the capital structure. It is this interest expense that needs

9 to be used for the interest deduction when calculating the tax expense. An Interest

10 Synchronization adjustment is necessary to match the rate base used in determining

11 revenue requirements with the proportionate part of the total amount of debt and equity

12 used to determine the cost of capital. The amount of interest expense that customers in

13 each district contribute through their payment of water rates should be the same as the

14 amount of interest expense deducted from revenues in calculating each district's tax

15 expense. Synchronizing the interest deduction for ratemaking with the interest deduction

16 for earnings purposes accomplishes this goal.

17 Q- PLEASE EXPLAIN ADJUSTMENT SLH-19 -. FEDERAL AND STATE INCOME

18 TAXES?

19

20

Adjustment SLH-15 is a proforma adjustment that adjusts test year income taxes to

reflect the federal and state income tax effects of the proforma adjustments included on

21 Schedule C-2.

22 Q_ DO-¥()U HAVE ANY OTHER ADJUSTMENTS TO SCHEDULE C 2?

23

A.

A.

A. No, I do not.
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1 Q- PLEASE EXPLAIN SCHEDULE C-3.

2 A.

3

4

5

6

Schedule C 3 titled Computation of Gross Revenue Conversion Factor, details the

calculation of a factor to apply to the income increase reflected on line l ' of Schedule A

l to convert the income deficiency into a revenue deficiency, also referred to as grossing

up the income to account for taxes. The components of the calculation include the

effective federal and state income tax rates, a property tax factor, and a bad debt expense

7

AVI COMPANY'S FINANCIAL STATEMENTS

9

10 Q. THE C()MMISSION'S STANDARD FILING REQUIREMENTS REQUIRE

THAT AN APPLICANT FOR A RATE CHANGE INCLUDE FINANCIAL11

12 STATEMENTS AND STATISTICAL SCHEDULES WITH ITS APPLICATION.

13 ARE YOU SPONSORING THE REQUIRED E-SERIES SCHEDULES?

14

15

Yes, in part. Twill be sponsoring Schedules E 3, E 7, and E-8. All other E Schedules are

being sponsored by other Company witnesses.

16 Q- WHAT IS INCLUDED IN THE E-SERIES SCHEDULES?

17

18

19

20

21

22

23

Schedule E 3 titled "Comparative Statements of Changes in Financial Position Test Year

Ended December 31, 2008" presents the sources and applications of funds by the districts

for the years 2006, 2007, and 2008. Schedule E 7 titled "Operating Statistics Test Year

Ended December 31 , 2008" presents the district's operating statistics for sales quantities

and customers for the years 2006, 2007, and 2008. Schedule E-8 titled "Taxes Charged

to Operations-Test Year Ended December 31 , 2008" provides details regarding taxes

incurred by the district for the years 2006, 2007, and 2008.

24
I

A.

A.

Q- WHAT ARE THE F-SERIES OF SCHEDULES?
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

I am also sponsoring the F-Series of schedules. Appendix F of the standard tiling

requirements is labeled "Projections and Forecasts". The data contained in the F-Series

of schedules compares current results of operations to projected results based upon

different assumptions. More specifically, Schedule F-1 titled "Projected Income

Statements-Present and Proposed Rates" forecasts 2009 income using test year rates and

proposed revenue from this proceeding. Schedule F-2 titled, "Projected Statement of

Changes in Financial Position-Present and Proposed Rates" presents the sources and

applications of iilnds by the districts for the test year and projected results using the same

assumptions as Schedule F-1. Schedule F-3 titled "Projected Construction

Requirements" shows the district's projected construction expenditures for the years

2009, 2010, and 2011. This schedule provides additional detail concerning the

construction expenditures shown on Schedule A-4. Schedule F-4 titled "Assumptions

Used in Developing Projections" provides a general description of the assumptions used

in developing projections for 2009 concerning customer growth, customer water demand,

changes in expenses, and construction requirements.

16 VII. ADDITIQNAL SUBJECT MATTERS

17 A. NORTHWEST VALLEY REGIONAL TREATMENT FACILITY

18 Q - PLEASE DISCUSS HOW THE NORTHWEST VALLEY REGIQNAL

19 TREATMENT FACILITY'S PLANT INVESTMENT AND OPERATING COSTS

20 ARE ALLOCATED.

21 A.

22

23

24

25

26

A.

The Northwest Valley Regional Treatment Facility ("NWVRTF") treats wastewater

flows Hom the Sun City West Wastewater and Anthem / Agua Fria Wastewater districts.

The Commission recognized that 68 percent of the plant's capacity was dedicated to Sun

City West Wastewater while the remaining 32 percent of the capacity is used for Anthem

/ Agua Fria Wastewater (Decision 70209 at pp. 1 2 and Decision 70372 at 9. 12). Based

on these decisions, Arizona American has allocated 68 percent of the plant costs and
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operating expenses of the NWVRTF to Sun City West Wastewater and 32 percent te

Anthem / Agua Fria Wastewater

3 Q HAS ARIZDNA AMERICAN INCLUDED OIQERATING COST DETAILS

MPPLICABLE TO THE NWVRTF IN THE SCHEDULES FILED IN THIS CASE?

Yes. Schedule E 6 is a summary of the districts' operating income. Arizona American

witness Mr. Kiser sponsors Schedule E 6 and his direct testimony details the

identification of the schedules associated with the NWVRTF operating cost

8 Q DOES THIS CONCLUDE YOUR DIRECT TESTIMONY IN THIS CASE?

Yes. it does
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1 EXECUTIVE SUMMARY

2

3

4

Dr. Banta Villadsen, a Principal at The Eratlle Group, files testimony on the cost of

capital for Arizona-American Water Company's Anthem and Sun City water districts as

well as for its Anthem /Agua Fria, Sun city and Sun City West wastewater districts.

5

6

7

8

9

10

11

12

13

14

Dr. Villadsen selects two benchmark samples, water utilities and gas local distribution

companies ("LDC"). For the water sample, she primarily relies on a subsample that

excluded Southwest Water which recently cut its dividend and also have announced it

will restate part of its financials. Using two versions of the Discounted Cash Flow

("DCF") method and three versions of the Capital Asset Pricing Model ("CAPM"), she

estimates the sample companies' after-tax weighted-average cost of capital. The alter-tax

weighted average cost of capital is the measure that companies most commonly use to

evaluate investments and the measure recommended in standard financial textbooks.

Textbooks, the academic literature as well as businesses weigh debt and equity by the

market values in determining the after-tax weighted cost of capital.l

15

16

17

18

19

20

21

22

23

24

25

26

Having estimated the samples' alter-tax weighted-average cost of capital for the samples,

she determines the corresponding cost of equity for Arizona-American Water at its target

of 45 percent equity. In undertaking her analysis, Dr. Villadsen notes that the overall cost

of capital is constant within a broad middle range of capital structures although the

distribution of costs and risks among debt and equity holders is not. Because the overall

cost of capital is the same in a broad range of capital structures, there are no impacts on

the rates customers pay from a higher or lower percentage of equity, so ratepayers are not

affected by the choice of capital structure within a broad range. However, as Arizona-

American Water's requested target of 45 percent equity is lower than the percentage

equity among many utilities, its financial risk is higher and the return required by

investors increases with the level of risk they carry, but this return is paid on a smaller

amount of equity than is typical in the water industry. Therefore, the dollar amount paid

1 For example, the Hamada article relied upon by Commission Staff in past proceedings uses market value
capital structures.

ii
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l

2

by customers is the same as if the Company had a lower return on equity but a higher

equity percentage.

3

4

5

6

7

8

9

10

l l

12

13

14

15

16

17

18

19

20

21

22

Dr. Villadsen discusses the impact of the ongoing financial crisis on utilities' cost of

capital and notes that while the yield on government issued bills and bonds is currently

very low, the yield on investment-grade utility bonds is not. As utilities cannot raise debt

(or equity) at the same rates as the government, it is necessary to take the yield on

investment grade utility bonds into account in assessing the cost of capital for Arizona-

American Water. Specifically, the yields on government bills and bonds have been

driven artificially down by monetary policy and a flight to safety, so that the yields on

these securities are not reflective of normal economic conditions. Consequently, Dr.

Villadsen bases her CAPM models on a normalized risk-Hee rate which consists of the

observed risk-fiee rate plus an adjustment for the increase in the spread between risk-Hee

rates and investment grade utility bond yields. Further, equity investors have lost

substantial value in capital markets over the past % year and stock prices have been

extremely volatile. As a result, investors risk aversion has increased and the premium

they require to invest in stocks going forward has increased. Therefore, the risk premium

associated with equity investments is currently higher than it has been in the recent past.

Dr. Villadsen performs several sensitivity analyses on the impact hereof; but the

requested return on equity is fully supported by her baseline analysis,.which relies on a

historical market risk premium. In other words, her recommended return on equity does

not include the current higher risk premium making her recommendation more

conservative.

23

24

25

26

27

28

In addition to the cost of capital estimation discussed above, Dr. Villadsen reviewed 20

recent decisions by the Arizona Corporation Commission to assess the reasonableness of

Arizona-American Water's current request. When compared in terms of the overall

return, the cost of equity requested by Arizona-American Water in this proceeding is

comparable to that granted to other water and wastewater utilities in Arizona as adjusted

using Arizona-American's targeted equity percentage.

iii
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1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Lastly, Dr. Villadsen notes that the water industry has seen substantial stock price drops

in recent months, volatility in stock prices, and increased cost of debt. At the same time,

the most commonly used measure of companies' systematic risk, the stock's beta, has

remained high for water utilities. This indicates that capital markets continue to perceive

water utilities as risky investments rather than safe havens. At the same time the water

industry, including Arizona-American Water needs to invest substantial amounts in

infrastructure to upgrade the distribution and transmission system as well as to develop

new water resources. The industry also need to invest in wastewater collection and

treatment. Theneeded infrastructure investment requires substantial external financing

(i.e., new debt and equity) and access to capital requires that investors expect to earn their

required return. Failure to provide adequate returns may discourage potential investors.

While it may seem counterintuitive to increase the cost of capital during an economic

recession, it is necessary to attract needed capital. Specifically, the increase in

investment-grade utility bond yields and the decline in available equity capital show that

investors are holding onto their fiends and order to attract investments, they will need

to expect that they can earn a sufficient return on their investment that it is worth the risk.

The June 2009 sale of American Water stock had been expected by the market for a long

time and was priced at 80 percent of American Water's April 2008 Initial Public Offering

price. The lower price means that everything else equal, investors expect to realize a

higher return on their investment than they did a year ago. Thus, at the same income level

as a year ago, it is consistent with an increased market risk premium.

22

23

24

25

26

Based on the evidence from the samples, Dr. Villadsen finds that Arizona-American

Water's request for 12.25% return on equity is reasonable and fully supported by her

analysis. The financial crisis has made the range of a reasonable return on equity wider

and especially increased the upper bound on the range, so the requested return on equity

is below the midpoint of the best range estimate of l 1% percent to 13 percent.

iv
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1 1. INTRODUCTION AND SU1\HVIARY

Q1.2

3

4

Al.

PLEASE STATE YOUR NAME AND ADDRESS FOR THE RECORD.

My name is Bents Villadsen. My businessaddress is The Brattle Group, 44 Brattle

Street, Cambridge, MA 02138.

5

6

7

8

9

10

11

PLEASE DESCRIBE YOUR JOB AND EDUCATIONAL EXPERIENCE.

I am a Principal of The Brat t le Group, ("Brattle"), an economic, environmental and

management consulting firm with offices in Cambridge, Washington, San Francisco,

London, Brussels, and Madrid. My work concentrates on regulatory finance and

accounting. I have previously prepared and presented cost-of-capital testimony before

the Arizona Corporation Commission ("Commission"). I hold a B.S. and M.S. from

University of Aarhus, Denmark and a Ph.D. from Yale University.

12

13

14

15

16

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

I have been asked by Arizona-American Water Company ("Arizona-American Water" or

the "Company") to estimate the cost of equity for Arizona-American Water's water

districts. The cost of equity is the return that the Commission should provide the

Company an opportunity to earn on the portion of its rate base financed by equity.

17

18

19

20

21

22

23

To determine the cost of equity for Arizona-American Water, I first estimate the overall

cost of capital for two samples (and a subsample) of regulated companies using several

versions of the discounted cash flow ("DCF") and risk-positioning models. Second, I

determine the cost of equity that the estimated overall cost of capital gives rise to at

Arizona-American Water's requested capital structure consisting of 45 percent equity.

Third, I evaluate the relative risk of Arizona-American Water and the sample companies

to determine the recommended cost of equity for Arizona-American Water.

l
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1 Q4.

4

5

6

7

A4.

PLEASE SUMMARIZE ANY PARTS OF YOUR BACKGROUND AND

EXPERIENCE THAT ARE PARTICULARLY RELEVANT TO YOUR

TESTIMONY ON THESE MATTERS

Brattle's specialties include financial economics, regulatory economics, and the utility

industry. I have worked extensively on cost of capital matters for electric, natural gas

distribution, pipeline and water utilities in state, federal, and foreign jurisdictions

Additionally, Shave significant experience in other areas of rate regulation, credit risk in

the utilities industry, energy contracts, and accounting issues. I have filed expert

testimony and appeared before regulatory commissions and arbitration tribunals as well

as in federal court concerning cost of capital, accounting questions, and damage issues. I

have previously filed cost of capital testimony before this Commission. Appendix A

contains more information on my professional qualifications

13 Qs. PLEASE SUIWIVIARIZE YOUR APPROACH TO ESTIMATING THE COST OF

CAPITAL FOR ARIZONA-AMERICAN WATER

15

16

A5.

19

To assess the cost of capital for Arizona-American Water, I select two benchmark

samples, regulated water utilities and natural gas local distribution companies ("LDC")

These samples are selected to have risks characteristics comparable to those of Arizona

American Water. I also report results for a subsample of the water companies which are

less likely to have unique issues that may affect the cost of capital estimates. I give

greater weight to the results ii°om the gas LDC sample and the water subsample than to

the full water sample. For each sample, I estimate the sample companies' cost of equity

using several versions of the DCF method and of the risk-positioning model. Based on

data availability and the current state of the water and gas distribution industries I assign

the most weight to the risk-positioning models

29

Next, based on the cost-of-equity estimates for each company and its market costs of debt

and preferred stock, I calculate each firm's overall cost of capital, i.e., its after-tax

weighted-average cost of capital ("ATWACC"), using the company's market value

capital structure. then calculate the samples' average ATWACC and the cost of equity

for a capital structure with 45 percent equity. Thus, I present the cost of equity that is

consistent with the samples' market information and Arizona-American Water's

2
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regulatory capital structure. (By "regulatory capital structure," I mean the capital

structure that Arizona-American Water proposes in its application.)

Focusing on the overall cost of capital rather than its components avoids potential

problems of inconsistency between the estimated cost of equity and the level of financial

risk at the regulated company's capital structure

6 QS. ARE THERE ANY UNIQUE ISSUES IN ESTIMATING THE COST OF

CAPITAL AT THIS POINT INTIME?

8

9

10

A6. Yes. I discuss the effect of the credit crisis on the cost of capital in more detail inSection

III below, but in general,the cost of capital is higher for all companies today than it was

before the crisis. Unfortunately, the turmoil in the financial markets also affects the

results of the estimation models so that estimating the cost of capital under current

conditions is more difficult than it would normally be. Because of the unusual conditions

prevailing today, I report the cost of capital from several sensitivity analyses in addition

to a baseline result. These analyses are discussed further below

15 QS.

18

19

20

A7.

USING YOUR BASELINE RESULTS, PLEASE SUMMARIZE YOUR

CONCLUSIONS REGARDING ARIZONA-AMERICAN WATER'S COST OF

EQUITY

Using the risk positioning models, thebaseline cost of equity estimate for both the water

subsample and the gas LDC sample is about 12% percent at Arizona-American Water's

regulatory capital structure. The result for the ftxll water sample is higher at about 13

percent. However, it is more accurate to say that the estimated range for the water

subsample is approximately 12 to 13 percent while the range for the gas LDC sample is

narrower at about 12 to 12%. The range for the full water sample is a bit higher at about

12% to 13% percent. The DCF estimates for the water sample and subsample vary

widely from approximately 11% to 16% percent while the gas LDC sample estimates are

in a narrow range from 12 to 12% percent. Because the growth rates underlying the water

sample's DCF estimates wary widely not onlyamong companies but also among

analysts, little weight is attached to the water sample's (or water subsample's) DCF

estimates
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1

2

3

4

5

The sensitivity analyses that incorporate the impact of the current financial crisis on the

cost of equity lead to higher cost of equity estimates. Thus, I believe 12% percent is a

conservative estimate of the current cost of equity for Arizona-American water which is

fully supported by all analyses. Therefore, in my opinion, Arizona-American Water's

request for 12.25 percent return on equity is very reasonable.

Qs.6

7

8

9

10

12

13

A8.

WHY DO YOU NEED TO CONSIDER ARIZONA-AMERICAN WATER'S

REGULATORY CAPITAL STRUCTURE?

.A from's cost of equity is a function of both its business risk and its financial risk. The

more leveraged a company is the higher its financial risk. Investors holding equity in

companies with higher risk require a higher rate of return, so as a company adds debt, the

cost of equity goes up at an ever increasing rate. The higher cost of equity offsets the

lower cost of debt, so that the alter-tax weighted-average overall cost of capital remains

constant over a broad range of capital structures.

14

15

16

17

18

That is, the associated capital structure affects an estimated cost-of-equity estimate just as

a life insurance applicant's age affects the required life-insurance premium. It is

therefore necessary to calculate the cost of equity the sample companies would have had

at Arizona-American Water's regulatory capital structure to report accurately the market

evidenceon the cost of equity.

19

20

QS. HOW IS THE REST OF YOUR TESTIMONY ORGANIZED?

AS. The rest of my testimony is organized as follows:

4
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Section II defines the cost of capital and discusses the principles that relate a company's

cost of capital and its capital structure.

Section III discusses the impact on cost of capital of the current turmoil in financial

markets and methods to estimate the relevant risk-free rate and market risk premium

under current financial market conditions.

Section IV presents the methods used to estimate the cost of capital for the benchmark

samples, and the associated numerical analyses. This section also explains the basis of

my conclusions for the benchmark samples' returns on equity and overall costs of capital.

Section V summarizes the analysis and discusses the recommendation for Arizona-

American Water

Appendix A lists my qualifications

Appendix B discusses in detail the selection procedure for each sample, and the methods

used to derive the necessary capital structure market value information.

Appendix C details the risk-positioning method including the numerical analyses.

Appendix D details the DCF method, including the numerical analyses.

Appendix E discusses the impact of leverage on the cost of capital in more detail.

I repeat portions of my testimony in the appendices in order to give the reader the context

of the issues before I present additional technical detail and further discussion.

THE COST OF CAPITAL AND RISK

A. The Cost of Capital and Risk

21

22

Q10. PLEASE FORMALLY DEFINE THE "COST OF CAPITAL."

A10, The cost of capital is the expected rate of return in capital markets on alterative

investments of equivalent risk. In other words, it is the rate of return investors require

based on the risk-return alternatives available in competitive capital markets. The cost of

5
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l

2

capital is a type of opportunity cost: it represents the rate of return that investors could

expect to ham elsewhere without bearing more risk.2

3

4

5

6

7

8

9

10

11

12

The definition of the cost of capital recognizes a tradeoff between risk and return that is

known as the "security market risk-retum line," or "security market line" for short. This

line is depicted in Figure 1. Figure 1 shows that the higher the risk, the higher the cost of

capital. The risk depicted on the horizontal axis in Figure I is often measured by the

security's beta, which measures the security's systematic risk in comparison to the

market as a whole. The market as a whole has a beta of 1, so betas below one indicate a

security with less systematic risk than the market whiles a beta above 1 indicate a

security with higher systematic risk than the market. A version of Figure l applies for all

investments. However, for different types of securities, the location of the line may

depend on corporate and personal tax rates.

2 "Expected" is used in the statistical sense: the mean of the distribution of possible outcomes. The rems
"expect" and "expected" in this testimony, as in the definition of the cost of capital itself refer to the
probability-weighted average over all possible outcomes.

6
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1 Figure 1: The Security Market Line
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Q11. WHY IS THE COST OF CAPITAL RELEVANT IN RATE REGULATION?3

4

5

6

7

8

All. U.S. rate regulation accepts the "cost of capital" as the right expected rate of return on

utility investment.3 This practice is normally viewed as consistent with the U.S. Supreme

Court's opinions inEluefield Waterworks & Improvement Co. v. Public Service

Commission, 262 U.S. 678 (1923), and Federal Power Commission v. Hope Natural Gas,

320 U.S. 591 (1944).

9

10

11

12

13

14

From an economic perspective, rate levels that give investors a fair opportunity to earn

the cost of capital are the lowest levels that compensate investors for the risks they bear.

Over the long run, an expected return above the cost of capital makes customers overpay

for service. Regulatory authorities normally try to prevent such outcomes, unless there

are offsetting benefits (e.g., from incentive regulation that reduces future costs). At the

same time, an expected return below the cost of capital does a disservice not just to

7
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1

2

3

4

investors but, importantly, to customers as well. In the long run, such a return denies the

company the ability to attract capital, to maintain its financial integrity, and to expect a

return commensurate with that of other enterprises characterized by commensurate risks

and uncertainties.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

More important for customers, however, are the economic issues an inadequate return

raises for them. In the short run, deviations of the expected rate of return on the rate base

from the cost of capital may seemingly create a "zero-sum game"-- investors gain if

customers are overcharged, and customers gain if investors are shortchanged. But in fact,

even in the short run, such action may adversely affect the utility's ability to provide

stable and favorable rates because some potential efficiency investments may be delayed

or because the company is forced to file more frequent rate cases. In the long run,

inadequate returns are likely to. cost customers - and society generally __ far more than

may be gained in the short run. Inadequate returns lead to inadequate investment,

whether for maintenance or for new plant and equipment. The costs of an

undercapitalized industry can be far greater than the short-run gains from shortfalls in the

cost of capital. Moreover, in capital-intensive industries (such as the water industry),4

systems that take a long time to decay cannot be fixed overnight. Thus, it is in the

customers' interest not only to make sure that the return investors expect does not exceed

the cost of capital, but also to make sure that Ir does not fall short of the cost of capital,

either.

21

22

23

24

25

26

Of course, the cost of capital cannot be estimated with perfect certainty, and other aspects

of the way the revenue requirement is set may mean investors expect to earn more or less

than the cost of capital even if the allowed rate of return equals the cost of capital exactly.

However, a commission that sets rates so investors expect to earn the cost of capital on

average treats both customers and investors fairly, which is in the long-run interests of

both groups.

3 An early paper that links the cost of capital as defined by financial economics with the correct expected rate
of return for utilities is Stewart C. Myers, "Application of Finance Theory to Public Utility Rate Cases," The
Bell Journal ofEeonomics and Management Science, 3:58-97 (Spring 1972).

4 Capital expenditures among water utilities have in the last several years exceeded 3 times income.

8
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While it may seem counter-intuitive that the cost of capital has increased in a market

where many companies and individuals have seen their income decline, it is important to

keep two facts in mind. First, the cost of capital is an expected rate of return and thus a

forward looking measure as opposed to a measure of the recent past. Therefore, low

realized returns in, for example, 2008 do not necessarily reflect the expected rate of return

As market volatility and investors' risk aversion has increased, investors are likely to

require a higher return for providing capital. Second, it the expected rate of return that is

available in capital markets on alternative investments of equivalent risk, so a key

question becomes what the return on alternative investments is. The yields on investment

grade utility bonds, which are relatively low risk, have increased, so utility stock would

expect a higher rate ofretum, too. Therefore, the cost of equity in today's financial

markets is higher than it was before the financial crisis

B. Business Risk and Financial Risk: Capital Structure and the Cost of
Equity

Q12. WHAT IS THE DIFFERENCE BETWEEN BUSINESS RISK AND FINANCIAL15

16

17

18

19

20

A12.

22

Business risk is the risk of a company from its line of business if it used no debt

financing. When a firm uses debt to finance its assets, the business risk of the assets is

shared between the debt holders and the equity holders, but the equity holders bear more

of the risk because debt holders have a prior claim on the company's cash flows. Equity

holders are residual claimants, which simply mean that equity holders get paid last. In

other words, the use of debt imposes financial risk on equity holders. The goal of

selecting a sample is to choose companies whose business risk is judged to be

comparable to the regulated company in the proceeding. As a result, differences in

financial risk must be dealt explicitly

26 Q13. PLEASE EXPLAIN WHY IT IS NECESSARY TO REPORT THE COST OF

EQUITY ADJUSTED FOR CAPITAL STRUCTURE
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l AIR.

6

7

Rate regulation in North America has traditionally focuses on the components of the

rates." in other words, the focus of cost-of-capital estimation is usually on determining

the "right" cost of equity, and to a lesser degree on setting the allowed capital structure

While the overall cost of capital depends primarily on the company's line of business, the

distribution of the cost of capital among debt and equity depends on their share in total

revenues. Debt holders' claim is usually a fixed amount (except in situations of default)

while equity holders are residual claimants, meaning that equity holders get paid last. In

other words, the use of debt imposes financial risk on the equity holders. Because a

company's financial risk depends on its capital structure, the risk shareholders carry

increases with the leverage of the company. As shareholders expect to be compensated

for increased risk, the required rate of return increases with the company's leverage. The

increased risk is caused by the fact that debt has a senior claim on a specified portion of

earnings and in bankruptcy on assets. As common equity is the most junior security, it

gets what's left after everyone else has been paid. In other words, common equity

holders carry all residual risk. However, as explained in more detail in Appendix E, the

overall cost of capital is constant within a broad middle range of capital structures

although the distribution of costs and risks among debt and equity holders is not

18

19

20

Q14.

A14. As a simple example, think of an investor who takes money out of his savings account

and invests $100,000 in real estate. The future valueof the real estate is uncertain. If the

real estate market booms, he wins. If the real estate market goes down, he loses. Figure

2 below illustrates this

PLEASE PROVIDE AN EXAMPLE ON HOW DEBT ADDS RISK TO EQUITY

An exception is the recent decision by the National Energy Board of Canada which 'up its RH-l-2008
decision, issued March 2009, determined the otter-tax weighted average cost of capital rather than a return on
equity and a capital structure

10
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l
2

Figure 2. Financial risk example - equity financing

3

4

5

6

7

8

9

In the scenario above, the investor financed his real estate purchase through 100 percent

equity. Suppose instead that the investor had financed 50 percent of his real estate

investment with a mortgage of $50,000. The mortgage lender does not expect to share in

any benefits from increases in real estate values. Neither does the mortgage lender

expect to share in any losses from falling real estate values. As a result, the investor

carries the entire risk of fluctuating real estate prices. Figure 3 illustrates this effect.
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1 Figure 3. Financial risk example - debt and equity financing

2 1

3

4

5

6

7

In Figure 3, where the investor financed his purchase through 50 percent equity and 50

percent debt, the variability in the investor's equity return is two times greater than that of

Figure 2. The entire fluctuation of 10 percent from rising or falling real estate prices falls

on the investor's $50,000 equity investment. The lesson from the example is obvious:

debt adds risk to equity.

8

Q1s.

C. Implications for Analysis

PLEASE EXPLAIN THE HVIPLICATIONS OF THE RELATIONSHIP

BETWEEN CAPITAL STRUCTURE AND THE COST OF EQUITY FOR RATE

REGULATION.

9

10

11

12

13

14

A15. The risk equity holders carry, and therefore the cost of equity, depends on the capital

structure. As illustrated in the example above, as leverage increases, the market risk

increases and hence the required return on equity increases.

12
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Q16.l

2

3

4

5

Al6.

TO ASSESS THE MAGNITUDE OF FINANCIAL RISK FOR A RATE

REGULATED COMPANY, SHOULD YOU USE THE MARKET-VALUE OR

THE BOOK-VALUE CAPITAL STRUCTURE?

The market-value capital structure is the relevant quantity for analyzing the cost-of-

equity evidence, which is based on market information.6

Q17.6

7

8

9

10

A17.

PLEASE PROVIDE AN EXAMPLE THAT ILLUSTRATES WHY MARKET

VALUES ARE RELEVANT.

Suppose in the previous example that the investor has invested in real estate 10 years ago.

Further assume that depreciation has reduced the book value of the real estate from

$100,000 to $75,000 and assume the investor has paid otlf40 percent of his $50,000

mortgage. Thus, the investor has a remaining mortgage of $30,000 (= 60% x $50,000).

The book value of the investor's equity is therefore $45,000 (= $75,000 - $30,000).

13

14

15

16

17

18

19

What happens now if real estate prices rise or fall 20 percent? To answer that question,

we need to know how real estate prices have developed over the past 10 years. If the

market value of the real estate now is $200,000, then a 20-percent decrease in the price of

real estate ($40,000) is almost equal to the investor's book value equity. However, his

market value equity (or net worth) is equal to the value of the real estate minus what he

owes on the mortgage. If we assume that the market value of the mortgage equals the

unpaid balance ($30,000), then the investor's net worth is calculated as follows:

6 The need to use market-value capital structures to analyze the effect of debt on the cost of equity has been
recognized in the financial literature for a long time. For example, the initial reconciliation of the
Modigliani-Miller theories of capital structure with the Capital Asset Pricing Model, in Robert S. Hamada,
"Portfolio Analysis, Market Equilibrium and Corporate Finance," The Journal ofFinanee 24: 13-31 (March
1969) works with market~value capital strictures. For a more recent presentation of the concept, see, for
example, Richard A. Brealey, Stewart C. Myers, and Franklin Allen, Principles of Corporate Finance,New
York: McGraw-Hill/Irwin 9'h ed. (2008) ("Brealey, Myers, and Allen (2008)") pp. 530-533. Book values
may be relevant for some issues, e.g., for covenants on individual bond issues, but as explained in the text,
market values are the determinants of the impact of debt on the cost of equity.

13
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Net Worth Market Value of
Real Estate

Remaining
Mortgage

$200,000 $30,000

$170.000

Therefore, the rate of return on equity due to a 20 percent decline in real estate prices is

calculated as follows

Table 1; Calculating the Rate of Return on Equity

Decline in Real Estate Value $40,000

Market-Value Equity $ l70.000

Rate of Return on Equity $40,000/$170,000 = -23.5%

5 Q18. PLEASE EXPLAIN THE IMPLICATIONS FOR RATE REGULATION AND

YOUR TESTIMONY

7

8

9

10

A18. Because the market risk, and therefore the cost of equity, depends on the market-value

capital structures, one must base the estimation of the sample companies' cost of capital

on market value capital structures. An approach that estimates the cost of equity for each

of the sample firms without explicit consideration of the market value capital structure

(i.e. the financial risk) underlying those costs risks material errors. The cost-of-equity

estimates of the sample companies at their actual market-value capital structures are not

necessarily reflected in the regulatory capital structure. Therefore, using book values

could lead to an incorrect rate of return. I avoid this problem by calculating each sample

company's ATWACC using its market value capital structure. I then use the sample

companies' average overall cost of capital to determine the corresponding return on

equity at Arizona-American Water's regulatory capital structure. This procedure ensures

that the capital structure and the estimated cost of equity are consistent

In my analyses, I estimate the cost of equity for each of the sample firms using traditional

estimation methods (such as the DCF and Capital Asset Pricing Model ("CAPM")). For

14
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1

2

3

4

5

6

7

each estimation method, I use each sample company's estimated cost of equity, market

cost of debt and market-value capital structure to estimate along with Arizona-American

Water's marginal tax rate to estimate each sample company's overall cost of capital. I

then calculate the samples' average overall cost of capital for each estimation method.

Finally, I determine the cost of equity that is associated with the estimated ATWACC at

Arizona-American Water's regulated capital structure. Thus, the samples' overall cost-

of-capital and that of Arizona-American Water is the same.

Q19. IS THE USE OF MARKET VALUES TO CALCULATE THE IMPACT OF

CAPITAL STRUCTURE ON THE RISK OF EQUITY INCOMPATIBLE WITH

USE OF A BOOK-VALUE RATE BASE FOR A REGULATED CQMPANY?

8

9

10

l l

12

13

14

15

16

17

18

A19. No. Investors buy stock at market prices and expect a reasonable return on their

investment. Market-based cost-of-equity estimation methods, such as DCF or CAPM

which are frequently used in rate regulation, recognize this and rely on market data. That

is, the cost of capital is the fair rate of return on regulatory assets for both investors and

customers. Most regulatory jurisdictions in the U.S. measure the rate base using the net

book value of assets, not current replacement value or historical cost trended for inflation.

But the jurisdictions still apply market-derived measures of the cost of equity to that net

book value rate base.

19

20

21

22

23

The issue here is "what level of risk is reflected in that cost-of-equity estimate'?" That

risk level depends on the sample company's market-value capital structure, not its book-

value capital structure. That risk level would be rent (Ethe sample company 's

market-value capital structure exactly equaled its book-value capital structure, so the

estimated cost of equity would be rent, too.

Qz0. PLEASE SUM UP THE IMPLICATIONS OF THIS SECTION.24

25

26

27

28

A20. The market risk, and therefore the cost of equity depends directly on the market-value

capital structure of the company or asset in question. It therefore is impossible to validly

compare the measured costs of equity of different companies without taking capital

structure into account. Capital structure and the cost of equity are unbreakably linked,

,Q

15
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and any effort to treat the two as separate and distinct questions violates both everyday

experience (e.g., with home mortgages) and basic financial principles

3 Q21.

5

6

7

A l l .

HOW SHOULD A COST-OF-CAPITAL ANALYST IMPLEMENT THIS

PRINCIPLE?

As discussed further in Appendix E, there has been a great deal of financial research on

the effects of capital structure on the value of the limy. One of the key conclusions that

result from the research is that no narrowly defined optimal capital structure exists within

industries, although the typical range of capital structures does vary among industries

Instead, there is a relatively wide range of capital structures within any industry in which

fine-tuning the debt ratio makes little or no difference to the value of the firm, and hence

to its overall after-tax cost of capital

Accordingly, analysts should treat the market-value weighted average of the cost of

equity and the alter-tax current cost of debt, or the "ATWACC" for short. as constant

Sample evidence should be analyzed to determine the sample's average ATWACC

which can be compared across different firms or industries. The economically

appropriate cost of equity for a regulated firm is the quantity that, when applied to the

regulatory capital structure, produces the same ATWACC. That value is the cost of

equity that the sample would have had, estimation problems aside, if the sample's

market-value capital structure had been equal to the regulatory capital structure in

question

21

22

Qzz.

24

25

A22.

HOW DO YOU CALCULATE THE COST OF EQUITY CONSISTENT WITH

THE MARKET-DETERMINED ESTIMATE OF THE SAl\'IPLE'S AVERAGE

COST OF CAPITAL?

For simplicity assume that all sample companies have only common stock and debt

Then the ATWACC is calculated as

ATw,4cc=r,,x(1-T)xD+r,xE (1)

26 where r is the market cost of debt '15 is the market cost of equity, T is the marginal

corporate income tax rate, D is the percent debt in the capital structure, and E is the

16
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percent equity in capital structure. The cost of equity consistent with the overall cost-of-

capital estimate (ATWACC), the market cost of debt and equity, the marginal corporate

income tax rate and the amount of debt and equity in the capital structure can be

determined by solving equation ( l) for r

5 Q23.

7 A23.

10

WHY DOESN'T ARIZONA-AMERICAN WATER SIMPLY INCREASE ITS

EQUITY RATIO SO THAT NO ADJUSTMENT IS NEEDED?

First, as long as a utility operates within a broad middle range of capital structure the total

capital costs are the same, so it is not clear why it would affect rates. Second, the current

financial crisis has made it difficult or costly to raise capital and especially equity capital

at a time when American Water is working towards an increase in its equity ratio. As

stock prices, including that of American Water, have declined, the amount of equity

capital that can be raised by increasing the number of shares by, for example, 10 percent

declines. Therefore, it is at the moment not straightforward to increase the equity

percentage significantly. Third, the higher return on equity at 45.15 percent equity than

at 50 or 60 percent equity is not a reward for having a low equity ratio, but simply a

mechanism to guarantee that the overall return on capital is similar for utilities with

different capital structure. In summary, there is no harm to ratepayers because rates are

affected by the total return rather than the remen on equity, so it would be misguided to

raise equity capital for the sole purpose of having an average capital structure

20 Qz4. CAN YOU PROVIDE AN EXAMPLE OF HOW THIS FORMULA IS USED TO

DETERMINE THE COST OF EQUITY?

22

23

24

A24. Yes. Consider a company with a 40 percent marginal corporate income tax rate and a

cost of debt equal to 6 percent. For simplicity, I assume there is no difference in the

company's embedded cost of debt and the cost at which it currently can issue additional

debt. Further, suppose that the ATWACC estimate based on a sample of companies with

comparable business risk is 7.5 percent. If the company's capital structure has 50 percent

debt and 50 percent equity, equation (1) above yields a cost-of-equity estimate of 1 l .4

percent. If the equity ratio is lower, for example 45 percent, the cost of equity would

instead be 12.3 percent. Converseiy, a higher equity ratio such as 55 percent would

17



Marginal tax rate

Cost of debt

Estimated ATWACC

Rate Base

40%
6%

7.50%
$ 1,000,000

45%
55%

7.50%
12.3%

50%

50%

7.50%

11.4%

55%
45%

7.50%
10.7%

Regulatory Equity Ratio
Regulatory Debt Ratio
Estimated ATWACC
Cost-of-equity

$

$

After Tax Cost of Financing"

Before Tax Cost of Financings)

75,000 $ 75,000 $ 75,000

125,000 $ 125,000 $ 125,000

1) Estimated ATWACC x RateBase.

2) Estimated ATWACC x Rate Base/ (1 - Tax Rate).
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1
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imply a lower cost-of-equity estimate of 10.7 percent. Table 2 below summarizes these

calculations as well as the dollar amount customers have to pay for financing costs.

3 Table 2. Example of the effect of capital structure on the estimated cost of equity.

4 .J
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l l
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The important point of this example is that the overall cost of capital does not depend on

the company's capital structure, as long as the capital structure is in a wide middle range

of values. Therefore, the cost to customers does not depend on the capital structure either.

A higher equity ratio simply means that a higher percentage return is paid to equity

investors, but the fraction of the rate base to which this higher return applies is lower.

The equity investors are compensated appropriately for the higher risk, but that has no

effect on the overall cost borne by customers. As long as equity investors are correctly

compensated for the risk of their investment, the only effect that a higher equity ratio has

is on how the return is divided between debt holders and equity holders, and not on how

much customers end up paying.

Qzs. BUT IS IT NOT THE CASE THAT IF THE ALLOWED RATE OF RETURN ON

EQUITY IS LOWER, THEN ALL ELSE EQUAL RATEPAYERS PAY LESS?

15

16

17

18

19

20

A25. Yes, for a given equity percentage. However, it comes at a cost: if the rate of return on

equity appropriate for a capital structure with 55 percent equity were applied to a

company whose equity ratio is 45 percent, the company's equity investors would not be

appropriately compensated for the risk of their investment. in particular, in this situation

18
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the expected return on equity would be set too low. Such a result would impair the

company's ability to attract investors, since they can expect higher returns elsewhere for

the same risk level. This may well have negative consequences for the utility's ability to

sustain an appropriate level of investment. Ultimately, this translates into a lower quality

of the services that the utility can provide to its customers. Alternatively, the company

could reduce its equity percentage with possibly negative effects on the cost of debt or

other credit factors.

Q26. ARE YOU AWARE THAT COMMISSION STAFF PREFERS A SPECIFIC

METHDQLOGY AND THAT STAFF IN THE PAST HAS VIEWED THE

ATWACC METIIDOLOGY APPLIED TO MARKET VALUES AS NON-

A26.
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23

24

25

26

STANDARD?

Yes. In past proceedings, Commission Staff has typically relied on two versions of the

DCF methodology and two versions of the risk-positioning methodology. In addition,

Staff has in the past taken differences between the sample's and Arizona-American

Water's book-value capital structure into account. Thus, Commission Staff has in the

past acknowledged that differences in capital structure needs to be considered as

companies with less equity face higher financial risk and relied upon the so-called

Hamada methodology to compensate Arizona-American Water for having higher

financial risk that the sample companies.7 However, the Hamada article that derives the

Hamada methodology clearly uses market values as do newer expositions of the results.

It is also noteworthy that the National Energy Board of Canada in a recent decision

granted an ATWACC rather than a return on equity stating that "the ATWACC approach

better utilizes financial market information" and "market values reflect the level of

financial risk that equity holders bear for the sample companies."9

Energy Board and financial economists agree that market values are what determine the

financial risk.

Thus, the National

7 See, for example, Direct Testimony of Pedro M. Chaves in Docket WS-01303A-06-0491 p. 12 and pp. 35-36.

s Robert S. Hamada, "Portfolio Analysis, Market Equilibrium andCorporate Finance,"The Journal of Finance
24: 13-31 (March 1969).

9 National Energy Board, RH-l-2008, p. 18 and p. 29.
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1 111. IMPACT OF CURRENT ECONOMIC TURMOIL ON THE COST OF CAPITAL

2
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5

Q27. WHAT DO YOU DISCUSS IN THIS SECTION?

A27. This section addresses the effect of the current economic situation on the cost of capital

and modifications to my standard procedures that are necessary to estimate the cost of

capital more accurately.

Q28. PLEASE SUMMARIZE THE EFFECT OF CURRENT ECONOMIC

CONDITIONS ON THE COST OF CAPITAL.

6

7

8

9

10
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13

14
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A28. The ongoing economic situation in the U.S. as well as most of the rest of the world makes

investments highly uncertain. Economic growth has slowed, and it is negative in many

countries. Stock markets worldwide have lost substantial value over a short period of

time. For example, the S&P 500 fell by about 30 percent over the five month period

from the beginning ofAugust 2008 to the end of December 2008. At the same time the

volatility of the index and financial markets in general has increased dramatically. (See

Figure.4 below.) The likely result of the increased uncertainty is that investors' risk

aversion has increased, which, in tum, means that the cost of capital is higher today than

in the recent past.

17

18

19

20

21

22

23

24

Q29. WHAT DO YOU MEAN BY THE TERM INVESTOR "RISK AVERSION"?

A29. Risk aversion is simply the recognition that investors dislike risk. A fundamental tenet of

investing is that investors face a risk-retum tradeoff in selecting from among the various

investment options. Risk-averse investors can only be induced to accept more risk if the

expected return is higher. When investors' risk aversion increases, the expected return

(sometimes called the required return) increases for any level of risk.l°  In other words,

the market risk premium, the premium required for an average risk stock, is higher today

than it basin the recent past.

10 . . . . . . . . . . .
The term "coefficient of risk aversion" Is frequently used in academic articles in conjunction with an

assumption regarding investors' utility functions. In this testimony, I am using the term in a more generic
sense.

20
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1 Q30. WHAT EVIDENCE DO YOU HAVE THAT INVESTORS' RISK AVERSION

3 A30.

10

16

HAS INCREASED?

A number of readily observable factors indicate an increase in investors' risk aversion

Unprecedented defaults in debt instruments that had previously been highly rated (AA or

A), such as collateralized debt obligations and mortgage-backed securities, and the fall in

value of most securities caused investors to seek investments that would preserve the

value of their investments. As a result, there has been a "flight to safety" by investors

seeking to maintain the value of their investments. In general, investors perceive bonds

as less risky (safer). than equity and government bonds as safer than corporate bonds. As

a result, the demand for bonds, particularly government debt, has increased substantially

In fact, at what may have been the height of the crisis, the demand for and hence the price

of U.S. Treasury bills was so high that the yield (or return) on U.S. Treasury bills actually

fell below zerolu The flight to safety had two other results. First, the yield spread

between corporate bonds and government bonds has increased dramatically. Although

the yield spreads have declined somewhat from their highest levels, they remain high by

historical standards as can be seen in Table 3 below. Therefore, using the current risk

free rate in the risk-positioning models will not accurately reflect the risk inherent in

owning equity. Specifically, the increase in yield spread has to be taken into account

Treasury Bills Trade at Negative Rates as Haven Demand Surges", by Daniel Kruger and Cordell Eddings
Bloomberg, December 9, 2008
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Spreads between US Utility Bond (20 year maturity) and US Treasury Bond (20 year maturity)

Notes

Moody's
BBB-Rated
Utility and
TreasuryPeriods

Bloomberg Bloomberg Moody's
A-Rated Utility BBB-Rated Utility A-Rated Utility
and Treasury and Treasury and Treasury

9
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Table 3

Period 1 - Average Apr-1991 - 2007

Period 2 - Average Aug-2008 - 2009

Period 3 - Average Apr-2009

Period 4 - Average 15-Day
(April 27, 2009 to May 15, 2009)

0.95

2.69

2.39
2.19

1.25
3.55

3.61

3.4!

1.13
270

2.53

2.39

144
3.96

3.98
3.69

la]
[bl
[c]
ld]

Spread Increase between Periods 2 and l

Spread Increase between Periods 3 and 1

Spread Increase between Periods 4 and l

1.74

1.43

1.24

2.30
2.36
2.16

1.45

1.28

1.14

2.71
2.73
2.44

[¢] = bl - la]-
m = r~=1 tal.
[g] = ld] - [al-

#HH-n

Source:

Spreads for the periods are calculated from Bloomberg and Moody's yield data.
Average monthly yields for the indices were retrieved from May 18, 2009.
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Second, the stock market has plummeted in value as investors attempted to move out of

investments considered risky to those of lower risk. Increased risk aversion translates

into a requirement for an investment to provide a higher expected return for a given level

of risk. Under such circumstances, prices of investments fall until investors can again

expect to earn their (now higher) required rate of return. Of course, part of the fall in

prices is the result of a fall in expected cash flows, but it is also the result of increased

risk aversion as indicated by the differential decrease in investments of different risk.

Q31. HOW DIFFERENT IS THE OVERALL ECONOMIC ENVIRONMENT NOW

COMPARED TO OTHER TIME PERIODS IN WHICH YOU HAVE

TESTIFIED?

8

9
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12
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14
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16

A31. We now live in a very different economic environment compared to one or two years

ago. The U.S. and world economies are in a state of recession triggered by the deep

financial crisis that emerged from the housing bubble and from financial institutions' use

of sophisticated structures that concealed the true risk faced by the investors. Stock

markets are down, market volatility and the spread on corporate debt is high, and for

most firms it has become hard to gain access to external financing on reasonable terms.

17

18

More specifically, as Figure 4 below indicates, the S&P 500 index declined by

approximately 35 percent between mid 2008 and May 2009. The average water utility

22



Daily S&P 500 Index Prices from January 2000 to May 2009
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3

followed by ValueLine saw its stock price decline by 15-20 percent over the past year,

but Southwest Water's stock price was cut in half while, for example, California Water

saw only a modest decline.'2

4 Figure 4

5

6

7

Figure 5 below displays the market volatility, measured by the Chicago Board Options

Exchange("CBOE") Volatility Index (also know as VIX), over the period beginning in

1998 through the first week of May 200913

8

12 Southwest Water had as of May 15, 2009 not yet filed its 2008 form 10-K with the Securities and Exchange
Commission and hasrecentlycut dividend. Price information was obtained from Bloomberg.

13 The VIX is a measure of market expectations of near-term volatility conveyed by S&P 500 stock index
option prices.
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Figure 5

Until relatively recently, average volatility was in the 10-20 percent range, but it spiked

80 percent in late 2008. Although volatility has decreased somewhat over the last couple

of months, it is still significantly higher than the average value for the first half of 2008

(prior to the crisis).

At the same time the Federal Reserve has cut interest rates and by now the yield on the

Treasury bills is at extraordinarily low levels with yields close to zero. However, the

lower yields on government debt have not translated into lower yields on corporate debt

(including the yields on investment grade utility bonds). As Figure 6 shows, the spreads

over Treasury bonds for long-term A and BBB utility debt remain at historically high

levels. Figure 7 displays the yields on A and BBB-rated utility debt relative to

government bond yields.
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Q32. DO YOU HAVE ANY EVIDENCE ON HOW MUCH THE MARKET RISK

PREMIUM (vlmRplv) HAS INCREASED?

A32. Yes. I have estimated the increase in MRP that is necessary for investors to earn an

overall return that is no less than prior to the crisis. The result is that the MRP has

increased by at least l percent over its level prior to the crisis.

6

7

8

9

10

11

12

Q33.

A33.

HOW DID YOU ESTIMATE THE INCREASED MRP?

The method I used to estimate the increased MRP is based upon the recognition that the

sharp decrease in the averagemarket price of equity has unexpectedly increased the level

of financial risk in the stock market. Higher financial risk leads to a higher required rate

of return on equity, so I compute the average capital structure of the stock market as

measured by the S&P 500 before the crisis and after the crisis to measure the change in

financial risk.

Q34.13

14
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A34.

ONCE YOU ESTIMATE THE CAPITAL STRUCTURE OF THE MARKET AT

TWO DIFFERENT TIMES, PLEASE OUTLINE THE STEPS YOU USED TO

ESTIMATE THE CHANGE IN MRP.

Once I estimated the average capital structure of the market, I estimated the average cost

of equity for the market in August 2008 and calculated an ATWACC for the market

using the cost of debt for an A rated company and a 35 percent marginal tax rate. The

cost of equity for themarket is simply the sum of the long-term risk-free rate and my 6.5

percent estimate of the MRP. I then calculated the ATWACC for the market using

Equation l above. The next step was to determine how much the market ROE would

change solely as a result of the change in financial risk stemming from the drop in market

values assuming that the pre-crisis market ATWACC did not change. In the table below,

I calculated the ROE corresponding to 60 percent equity instead of 70 or 75 percent

equity. These values are roughly comparable to the capital structure of the S&P500

before the crisis and as of today." As shown in the calculations in Table 4 below, the

14 For example, in August of 2008, about the time the stock market began to decline dramatically, the average
capital structure for the companies in the S&P500 was about 72.0 percent equity compared to about 59.3
percent in April 2009. In principle, the appropriate metric would be the average market value capital
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estimated MRP increased by more than l percent, but this is likely to be lower than the

actual increase in the expected MRP.

Table 4
Estimating Change in MRP for US Market Based on Data for 500 Companies in S&P 500 Index

l. Inputs

Parameters in CAPM: Source and Notes:

MRP (pre-crisis)

Long-termrisk-free rate (pie-crisis)
6.5% [a] Dr Villadsen's Tables and Workpapers,
47% [b] Dr. Villadsen's Tables and Workpapers

Parameters for ATW ACC:

Cost of debt for A~Rated Utility (pre-crisis) 6 . 5 9 %  [ c ]

Cost of debt for BBB-Rated Utility (pre-crisis) 7.06% (4]

Common Equity (pre-crisis)* [see legend below]

Debt (pre-crisis)

Common Equity (post» crisis)

70.0% If]

Debt (post-crisis)

Tax Rate

6 0 .0 %  [ h l

40.0% m

35% Li]

15-day average yield ending on 8/8/2008 for
A-Rated Utility bond with 20 year matuMy
I5-day average yield ending on 8/8/2008 for
BBB-Rated Utility bond with20 year maturity

Assumption basedonactual calculations of S&P 500
data from Bloomberg as ofMay 20, 2009.

30.0% [g] = 1 . [t].
Assumption based on actual calculations of S&P 500
data from Bloomberg as ofMay 20, 2009.
= I - [h].
Assumption

Estimation Results:

Step 1: Estimating Return on Equity using pre-crisis data

ROE (pre-crisis)

Step 2' Estimating ATWACC using pre-crisis data

1 1 .2 %  [ k ]  = l a 1 + l b 1 .

ATWACC (pre-crisis) 9.1% [ l l  =(l  -  [ j ] )x[g ]  X [c l  + [ fIX[k ] .

Step 3: Estimating Return on Equity for with Reduced Equity Share
Assuming A TWACC constant

(i) ROE - Using Cost of Debt for A-Rated Utility
(ii) ROE - Using Cost ofDebt for BBB-RatedUtility

124% [ml
12.2% [H]

{[|] . (l - [j])x ii] x [CDI / [h].
(ml - (I - [j])x [it x [d])} /[h].

Step 4: Estimating MRP with Reduced Equity Share

(i) MRP (post-crisis)- Using Cost of Debt for A-Raxed Utility
(ii) MRP (post~crisis) - Using Cost of Deb\ forBBB-RatedUtility

165%  [ 0 ]  = [ m] - [ b l
7.45% [p] =[n1-tbl-

Step 5: Estimating change in MRP due to Reduction in Equity Share

(i) Change in MRP - Using Cost of Debt for A-Rated Utility

(ii) Change in MRP - Using Cost of Debt for BBB-Ramed Utility
[q] = [0] - [a]_

[I]  = [p]  .  re l .

* Ifusing 75.00% instead of 70.00% [t] for the common equity (pre-crisis) and following the same methodology from Step 1 to Step 5,
one will retrieve the following results for changes in MRP; l73% [q] and l53% [r].

structure of the S&P500 over the period used to estimate the MRP, i.e., 1926 to the present, but this is I
prohibitively time consuming to calculate.

2.
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1 Q35. WHY DO YOU BELIEVE THAT THE 1 PERCENT ESTIMATED INCREASE IN

3 A35.

THE MRP IS LOWER THAN THE ACTUAL INCREASE?

My calculation of the increase in the MRP assumes that the market ATWACC is

constant, but the evidence indicates that the price of risk has increased substantially.

Research indicates, for example, that the MRP is related to volatility in the stock market,

which as shown in Figure 5 above has increased dramatically and currently is well above

its pre-crisis level. A higher ATWACC would indicate an even greater increase in the

estimated MRP than estimated in Table 4 above.

9 Q36. IS THE INCREASE IN INVESTORS' RISK AVERSION FROM CURRENT

ECONOMIC CONDITIONS LIKELY TO BE A TEMPORARY OR

12 A36.

PERMANENT CHANGE?

It is likely that some of the increase in risk aversion stems from the chaotic market

conditions and will be transitory in nature, but there is a strong possibility that there will

also be a longer-term and perhaps permanent effect as market participants draw

conclusions from the crisis on the fundamental risk-return characteristics of investment

alternatives

17 Q37. IF THE INCREASE IN THE COST OF CAPITAL IS LIKELY TO BE

TEMPQRARY. SHOULD THE commission STILL TAKE THE INCREASED

COST OF CAPITAL INTO CONSIDERATION WHEN SETTING THE

ALLOWED RETURN FOR THE COMPANY?

21 A37. Yes. I recommend that the Commission recognize the increased cost of capital.

Although I believe that some of the increase in yield spread and in the MRP is likely to

be temporary, it is very difficult to predict when the capital markets will return to more

nonna conditions, so it is difficult to predict when the market cost of risk will return to

more normal levels. Even when market conditions are more normal, investors' risk

aversion may remain higher well into the recovery period until their confidence fully

returns. The federal government seems to recognize investors' fears, and it has signaled

that it intends to overhaul the financial regulatory environment in order to restrict the
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behavior by financial institutions that led to the current crisis. While the success or

failure of those actions are unlikely to be observed in the short- to medium-term, in the

long run these measures may help alleviate investors concerns. However, it could easily

be years before investors regain the confidence prevailing prior to the current crisis. In

fact, there may be a "permanent" adjustment in risk tolerance now that investors realize

that severe economic conditions are still possible even with the increased tools to manage

the economy available to government.

Q38. ARE NOT THE LOW REALIZED RETURNS ON THE MARKET INDEX

RECENTLY A CLEAR INDICATION THAT MARKET PARTICIPANTS ARE

WILLING TO ACCEPT A LOWER EXPECTED RETURN ON THEIR

8
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A38.

INVESTMENTS?

Absolutely not. To the contrary - market values have been falling in order to allow an

increase in the expected returns on investment. As risk aversion increases, expected

returns must increase in order to induce investors to buy, so prices must fall. In other

words, realized returns over the last few months are not indicative of investors' required

rate of return. Investors have undoubtedly been disappointed recently. This process is

well known to bond investors. As the general level of interest rates in the economy

increases, the market price of a bond will decrease so that the yield-to-maturity will

increase to the level required by the market. The same phenomenon occurs with equities

as well. When the required return on investment increases, market prices must fall.

Q39. CAN YOU PROVIDE ANY FACTUAL EVIDENCE THAT THE CONDITIONS

IN THE FINANCIAL MARKETS AND THE ECONOMY AS A WHOLE LIMIT

THE ACCESS OF UTILITY COMPANIES TO THE FINANCIAL MARKETS?

21
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A39. Yes. The increased yield spreads on utility debt compared to government debt impedes

access because the cost of new utility debt is higher. For example, for investment grade

debt issued in the fourth quarter of 2008, a recent EEl report shows the impact of the

financial crisis on the electric utility industry. The average spread over Treasury bonds
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for A-rated debt was 432 basis points, while the coupon rate was 6.96 percent.l5 For the

BBB-rated debt these numbers are, respectively, 520 basis points and 8.45 percent.l6

Unfortunately, we do not have access to a similar data covering new issuances for earlier

period(s). However, we can observe the change in the yield on utility sector fair market

indices published by Bloomberg as well as the corresponding spreads. More specifically,

the average A and BBB utility bond yields for 1991 through 2007 interval were,

respectively, 6.98 percent and 7.28 percent, while the spreads over 20-year treasuries

equaled 93 basis points and 123 basis points, respectively. For comparison, the average

spread and yield for the fourth quarter of 2008 obtained from the same data indicates the

yields of 7.38 percent and 7.99 percent for A and BBB-rated utilities, respectively, and

spreads over 20-year Treasuries of 342 basis points and 402 basis points for A and BBB-

rated utilities, respectively. These figures demonstrate not only the increased cost of new

utility debt, but also the importance of maintaining strong credit ratings in current market

conditions. Utilities with lower credit ratings face proportionally higher debt costs as a

result of increased investor risk aversion.

Q40.16
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A40.

HOW HAVE THESE CONDITIONS AFFECTED THE WATER INDUSTRY AND

AMERICAN WATER?

There is a substantial need for ongoing investment in water industry infrastructure. The

EPA has recently updated the spending needs in the water industry from $275 billion to

$334.8 billion over the next 20 years." These expenditures are driven by the need for

upgrades to the distribution and transmission system as well as by the need to develop

new water resources Thus, infrastructure investment in the water industry will require

substantial external financing (i.e., new debt and equity). Access to capital requires that

investors expect to earn their required return. Failure to provide adequate returns may

discourage potential investors.

15 "The Financial Crisis and Its Impact On the Electric Utility Industry", prepared by Julie Carnell (J.M.
Connell, Inc) forEdison Electric Institute,February 2009, p.6.

16 fwd.
17 Rudden Energy Strategies Report, May 26, 2009 p.6.
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A41.

ARE NOT WATER UTILITIES ATTRACTIVE INVESTMENTS IN TODAY'S

CLIMATE BECAUSE THEY ARE SAFE AND STABLE?

As noted above, the stock market has responded in a mixed way to water utility stocks, so

the industry as a whole does not provide a safe haven for investors. This is true even for

a fairly large, geographically diverse water utility such as American Water, which

experienced a significant decrease in its stock price and a significant increase in its cost

of debt over the past year. American Water Works' recent stock offering has been

anticipated by the market for a while, so it is not surprising that American Water Works'

stock price moved little on the actual sale. However, it is interesting to note that the

offering was priced at 20 percent below the Initial Public Offering ("IPO") price in April

2008 and that the market value of American Water's shares dropped by approximately 14

percent over the same period.18 Thus, American Water, like most companies in the U.S.,

has seen a substantial drop in its stock value over the past year. As the stock price

declines, investors' expected return increases everything else equal. While American

Water has too short a history for me to compare its expected earnings growth a year ago

to that expected today, the average and median earnings growth in the water industry is

currently very similar to that I found about a year a80.19

18

19

20

21

22

23

Further, American Water has issued non-secured notes recently at rates quite a bit above

its historical debt cost. For example, its November 2008 offering had a 10 percent

coupon, its February 2009 offering had an 8.25 percent coupon, and its May 2009

offering had a coupon of 7.21 percent. These issuances traded at a yield near the coupon

for a while after issuance. While the rates are down from the height of the credit crisis,

they are substantially higher than the embedded cost of debt and indicate that the cost of

18 For price information, see American Water Works press releases, "American Water Prices Initial Public
Offering," April 22, 2008 and "American Water Prices Commons Stock Offering," June 4, 2009. According
to American Water's 2008 10-K p. 93, 160 million shares were outstanding as of year end 2008. Thus, at the
IPO price of $21.50, the market value of the shares was $3,440 million. The June 2009 stock offering
consisted of 11.5 million new shares and 14.5 million shares from RWE AG. At a price of $17.25 per share,
the market value of the shares (160 million + 11.5 million) becomes $2,980 million for a drop of
approximately 14%.

19 See Table BV-5 and my Direct Testimony in Docket No. W-01303A-08_0227 (Table No. BV-5).
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debt capital for American Water and hence New Mexico-American Water has increased

substantially during the financial crisis

In addition, a common measure of the systematic risk of companies, the so-called beta

has moved very little for water utilities and remains at about 80% of the overall market

As noted by Debra G. Coy in testimony before the California PUC

W ater ut i l i t ies have historically been v iewed as low-risk
predictable, regulated monopolies, and they have attracted equity
investors who appreciated those characteristics. Now, investors are
more wary

[i]nvestors have come to understand that 'low risk' water utilities in
fact carry a variety of potential risks, the largest of which is their
raising need to repair and replace aging infrastructure, resulting in
high cape requirements, low depreciation rates, and negative free
cash flow, along with the negative effects of regulatory lag on
earnings

These facts indicate that investors in the water utility industry are exposed to substantial

risks

20 Q42. WHAT DO YOU CONCLUDE FROM THE EVIDENCE ON CURRENT

ECONOMIC CONDITIONS?

22

23

24

A42. The cost of capital is much higher today than in the relatively recent past. Although

some of the increase in the cost of equity capital will hopefully reverse when stable

economic conditions return, it may be many years before investors regain the confidence

in financial markets and the cost of equity capital returns to its pre-crisis level. Until

economic conditions stabilize, it is critical that the major infrastructure investment

necessary for regulated utilities not be hampered by inadequate allowed rates of return

Debra G. Coy, Testimony before the California PUC, p.7
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As a result, the cost of capital that I estimated for Arizona-American Water shortly before

the crisis in 2008 is below the cost of capital that is currently applicable."

3 Q43.

5 A43.

How DO YOU ADJUST YOUR COST OF CAPITAL ESTIMATION METHODS

TO CORRECT FOR CURRENT ECONOMIC CONDITIONS?

I make no adjustment to the DCF method because determining whether an adjustment is

necessary and if so, what are the appropriate adjustments to the parameters of the DCF

model, would be more difficult. Because the DCF results rely on analysts' growth

forecasts, I need to know if and how theyhave incorporated the ongoing financial crisis

to determine the appropriate adjustment to growth rates, if any. As financial analysts

rarely disclose how they determine the growth rates they publish, I cannot know if an

adjustment to the DCF model is warranted.

For the risk positioning method, I recognize the unusually large yield spread on utility

debt by adding a "yield spread adj ustrnent" to the current long-term risk-free rate. This

has the effect of increasing the intercept of the Security Market Line displayed in Figure

l above. I present results from the risk positioning model from keeping the MRP at 6.5

percent and by increasing the MRP by l, 1.5 and 2 percent over the 6.5 percent. I believe

that both adjustments are warranted, but Arizona-American's requested 12.25 percent

return on equity is conservative as it ignores the in the MRP. Including the adjustment

for the increased MRP would increase the estimated cost of equity. Specifically, if I rely

on the water subsample and the gas LDC sample, a modest increase of one percent in the

MRP, increases the estimate for the cost of equity by 50-75 basis points to no less than

VS percent. [See Tables 7 and 8 for details]

In April 2008 (Docket No. W-01303A-08-0227), I estimated a cost of equity of 11% percent on 46.75%
equity. The current cost of equity capital on 45.15% equity is necessarily higher than l 1% percent.
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1 Q44.

4 A44.

WOULD YOU PLEASE ILLUSTRATE THE EFFECT on THE SECURITY

MARKET LINE (4¢SML") OF THE TWO ADJUSTMENTS THAT YOU

PROPOSE TO USE?

Yes. The total effect is best illustrated in two steps. The first step is to consider how the

SML changes as an adjustment to the yield spread is added to the risk-free interest rate.

This is shown in Figure 8 below.

_I

Figure 8 is a modification to Figure 1. Note that the beta of the market is always equal to

1.0 so the difference between the risk-free rate and the return on the market (beta = 1.0) is

the market risk premium (MRP0 in Figure 8). Recognizing the increased yield spread as

an adjustment to the risk-free rate has the effect of moving the SML up without affecting

the MRP. Note that I only consider the increase in the yield spread for A-rated utility

bonds to avoid adding an increase in the default premium on BBB-rated utility bonds to

the risk-free rate.
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The effect of combining a yield spread adjustment and an increase in the MRP is

illustrated in Figure 9 below

Figure9

The effect of the MRP adder is to increase the slope of the SML. Note that the SML

rotating through the estimated yield of the utility bond minus the estimate of the increase

in default premium. Effectively, this step recognizes that there are three possible

components to the increased yield spread: an increased default risk premium, an

increased systematic risk premium and an increased premium over the risk-free rate not

related to the other two categories. The default risk premium is the premium bond

investors require to accept the risk that the bond issuer may default on interest payments

and /or the repayment of the principal. The fact that the yield on lower rated bonds (e.g

BBB rated bonds) has increased more than the yield on higher rated bonds (e.g., AA or A

rated bonds) indicates that investors are concerned about default risk. However. the

increase in the default risk premium is likely to be small for highly (AA or A) rated

utility bonds. The systematic risk premium bond investors receive is compensation for

the risk they cannot diversify away. It is the bond's systematic risk in comparison to the
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market as a whole and therefore measured by the so-called bond beta, which is similar to

stock betas. A positive bond beta means that the intercept of the SML is lower than it

would have been if there was no increase in the systematic risk premium in the increase

in the yield spread. Bond betas are more difficult to estimate than stock betas because

data are scarcer but bond betas are substantially lower than stock betas and .25 is likely to

be in the upper range. The fraction of the increase that is not either an increase in the

default risk premium or related to the bond beta is the unexplained increase

8 Iv. THE COST OF CAPITAL FOR THE BENCHMARK SAMPLES

Q45. HOW IS THIS SECTION OF YOUR TESTIMONY ORGANIZED?9

10

11

12

A45. As noted inSection L I estimate the cost ofcapital using two samples of comparable risk

companies. This section first covers preliminary matters such as sample selection

market-value capital structure determination, and the sample companies' costs of debt. It

then covers estimation of the cost of equity for the sample companies and the resulting

estimates of the sample's overall after-tax cost of capital

A.

16 Q46.

18

19

20

A46.

Preliminary Decisions

WHAT PRELIMINARY DECISIONS ARE NEEDED TO IMPLEMENT THE

ABOVE PRINCIPLES?

must select the benchmark samples, calculate the sample companies' market-value

capital structures, and determine the sample companies' market costs of debt and

preferred equity

1. The Samples:
Companies

Water Utilities and Gas Local Distribution

23

24

25

26

Q47. WHY DO YOU USE TWO SAMPLES?

A47. The overall cost of capital for a part of a company depends on the risk of the business in

which the part is engaged, not on the overall risk of the parent company on a consolidated

basis
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1

2

3

4

5

6

7

8

Estimating the cost of capital for Arizona-American Water's regulated assets is the

subject of this proceeding. The ideal sample would be a number of companies that are

publicly traded "pure plays" in the water production, storage, treatment, transmission,

distribution and wastewater lines ofbusiness.22 "Pure play" is an investment term

referring to companies with operations only in one line of business. Publicly traded firms,

firms whose shares are freely traded on stock exchanges, are ideal because the best way

to infer the cost of capital is to examine evidence from capital markets on companies in

the given line of business.

9

10

l l

12

Therefore, for this case, a sample of companies whose operations are concentrated solely

in the regulated portion of the water industry would be ideal. Unfortunately, the available

sample of "water" utility companies in the U.S. is relatively small and has data

deficiencies. See Section WO.I for a description of these deficiencies.

13

14

15

16

17

18

19

20

21

22

23

24

25

26

To select my sample of comparable water and gas LDC companies, I start with those

companies that are listed as a water utility or natural gas utility in ValueLine.23 Usually,

I would apply several selection criteria to delete companies with unusual circumstances

that may bias the cost-of-capital estimation and companies whose risk characteristics

differ from those of the filing entity. However, the application of such criteria would

eliminate almost all the water utilities listed in Value Line. Therefore, I do not apply

selection criteria to the water utility sample although I do apply my standard criteria to

the gas LDC sample. Specifically, if I eliminate all water utilities with annual revenues

below $300 million, less than 50 percent regulated revenues, lack of growth rates (&om

Bloomberg or Value Line), or lack of a bond rating, I would be left with at most three

companies (American States Water, Aqua America and California Water Services). A

three-company sample is simply too small to provide reliable results. Therefore, I keep

all water utilities with data in my water utility sample, but I do report results for a

subsample of companies that are more stable. Specifically, this sample excludes

22 Most of the water utilities in Value Line have operations in the water as well as wastewater business.

23 To select the samples I include both the Standard, the Small and Mid-Cap Editions ofValue Line Investment
Survey and Value Line Investment Survey - Plus Edition.
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1

2

Southwest Water which recently cut dividends and as of May 25, 2009 had yet to tile its

2008 form 10-K with the Securities and Exchange Commission.24

Q48. WHAT DO YOU DO TO OVERCOME THE WEAKNESSES OF THE WATER3

4

5

6

7

8

A48.

UTILITY SAMPLE?

To overcome the weaknesses of the water sample, I select a second sample of regulated

utilities: gas local distribution companies. Gas LDCs, like water utilities, are regulated

by state regulatory bodies,have large distribution investments, and serve a mix of

residential, industrial, and commercial customers.

9

10

12

13

14

15

16

17

18

19

One reason for using the gas LDC sample is to generate a sample of regulated companies

whose primary source of revenues is in the regulated portion of the natural gas industry to

provide a check for the results of the water sample. Therefore, I start with Value Line's

universe of natural gas utilities, and eliminate those companies whose percentage of

assets attributed to regulated activities is less than 50 percent. In addition, I only include

companies with an investment grade bond rating, no recent sizable mergers or

acquisitions, no recent dividend cuts, and no other activity that could cause the estimation

parameters to be biased. Additionally, I require the companies to have necessary data

available. The final sample includes eleven companies. Additional details of the sample

selection process for each sample and subsample are described below as well as in

Appendix B.

Q49. IF THE BUSINESS RISK OF THE GAS LDC SAMPLE DIFFERS FROM THE

WATER SAMPLE, CAN YOU STILL RELY ON THE COST OF EQUITY

ESTIMATED FOR THE GAS LDC SAMPLE?

20

21

22

23

24

25

26

27

28

A49. Yes. If the business and financial risk of the two samples differ, then a cost-of-capital

analyst can still make use of the information from the more reliable sample to evaluate

the reliability of the estimates from the water sample. The inference would be based on

information about the relative risk of the two industries. In this instance the business

operations of water and gas LDC companies are similar, but the water companies tend to

have a higher percentage of their assets and revenue subject to regulation.

24 The only company followed by Value Line that I do not include is Sun Hydraulics. This company's main
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1

2

3

4

5

6

7

Q50. PLEASE ELABORATE ON THE WAY TWO SAMPLES WITH DIFFERENT

BUSINESS AND FINANCIAL RISKS CAN BE COMPARED.

A50. As mentioned above, the overall cost of capital for a part of a company depends on the

risk of the business in which the part is engaged, not on the overall risk of the parent

company on a consolidated basis. According to financial economics, the overall risk of a

diversif ied company equals the market value weighted-average of the risks of its

components.

8

9

10

11

12

13

14

15

16

17

18

Calculating the overall after-tax weighted average cost of capital for each sample

company as described above allows the analyst to estimate the average overall cost of

capital for the sample. The ATWACC captures both the business risk and the financial

risk of the sample companies in one number. This allows comparison of the cost of

capital between two samples on a much more inborned basis. If the alterative (more

reliable) sample is judged to have slightly different risk than the water sample, but the

results show wide differences in the ATWACC estimates, the analyst should carefully

consider the validity of the water sample estimates, whether they are materially higher or

lower than the alternative sample's estimates. Of course, the alternative sample could be

the source of the error, but that is less likely because the alternative sample has been

selected precisely because of its expected reliability.

Qs1.19

20

21

22

23

24

25

26

27

28

A51.

PLEASE CQMPARE THE CHARACTERISTICS OF THE WATER UTILITY

SAMPLE AND THE GAS LDC SAMPLE.

The two samples dif fer primari ly in that they operate in two dif ferent (regulated)

industries, but they are relatively similar in terms of the percentage of revenues from

regulated operations and the customers they serve. On average, both samples am a large

percentage of their revenue from regulated activities and serve a mix of residential,

industrial, and other customers. In addition, both industries are characterized by large

capital investment and both are operating a large distribution system. However, it appears

that the gas LDC sample's systematic risk has been affected more by the financial crisis

than has the water utility sample in the sense that while the measures of systematic risk,

line of business is the production of industrial equipment, not the water utility business.
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beta, has remained relatively constant for water utilities, it has dropped for gas LDC

companies. It is difficult to determine whether the decline in gas LDC betas is due to the

financial crisis or to industry specific factors as other utility sectors have not seen the

At the same time, the gas LDC has fewer of the data

and estimation issues identified above for the water sample. Please refer to Appendix B

for additional details on the two samples

same decline in beta estimates."

Qsz.

2. Market-Value Capital Structure

WHAT CAPITAL STRUCTURE INFORMATION DO YOU REQUIRE?8

9

10

A52. For reasons discussed below and in Appendix E, explicit evaluation of the market-value

capital structures of the sample companies is vital for a correct interpretation of the

market evidence on the return on equity. This requires estimates of the market values of

common equity, preferred equity and debt, and the current market costs of preferred

equity and debt

14 Q53. PLEASE DESCRIBE HOW YOU CALCULATE THE MARKET VALUES OF

COMMON EQUITY, PREFERRED EQUITY AND DEBT

16

17

A53. I estimate the capital structure for each sample company by estimating the market values

of common equity, preferred equity and debt from the most recent publicly available

data. The details are in Appendix B

Briefly, the market value of common equity is the price per share times the number of

shares outstanding. For the risk-positioning approach, I use the last 15 trading days of

each year to calculate the market value of equity for the year. then calculate the average

capital structure over the corresponding five-year period used to estimate the "beta" risk

measures for the sample companies. This procedure matches the estimated beta to the

degree of financial risk present during its estimation period. In the DCF analyses, I use

the average stock price over 15 trading days ending on the release date of the BEst

According to Value Line, gas LDC companies have seen a larger decline in beta than has water utilities
electric utilities, or pipelines
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1

2

growth rate forecasts utilized." I use 15 trading days to balance the need for a current

stock price and avoiding that any one day unduly influences the results.

3

4

5

6

The market value of debt is estimated at its book value adj used by the difference

between the "estimated fair (market) value" and the "carrying cost" of long-term debt

reported in each company's l 0-K.27 The market value of preferred stock for the samples

is set equal to its book value.28'29

7 3. Market Costs of Debt and Preferred Equity

Qs4. HOW DO YOU ESTIMATE THE CURRENT MARKET COST OF DEBT?8

9

10

11

12

13

14

15

16

17

A54. The market cost of debt for each company is set equal to the fifteen-day average yield on

an index of public utility bonds that have the same credit rating, as reported by

Bloomberg. The DCF analyses use the current credit rating whereas the risk-positioning

analyses use the current yield of a utility bond that corresponds to the five-year average

debt rating of each company so as to match consistently the horizon of information used

by Value Line to estimate each company's beta. Bond rating information was obtained

from Bloomberg which reports Standard & Poor's bond ratings. calculate the after-tax

cost of debt using Arizona-American's estimated marginal income tax rate of 38.45

percent.

18 Q55. HOW DO YOU ESTIMATE THE MARKET COST OF PREFERRED EQUITY?

be BEst is Bloomberg's name for its earnings growth rate information. BEst growth rate forecasts are as of May
18, 2009.

27 The book value of debt from Bloomberg includes all interest-bearing financial obligations that are not
current and includes capitalized leases and mandatory redeemable preferred and trust preferred securities in
accordance with FASB 150 effective June 2003. See Bloomberg's definition of long-term debt for additional
details.

28 This is unlikely to affect the results as the average percentage of preferred is close to zero for both the water
and gas LDC sample.

z9 Commission Staff has in the past used the book value capital structure as of a specific recent date as well as
the stock price on a recent date. As financial risk is determined in financial markets, I rely on the market
value capital structure. Further, to match the horizon over which the systematic risk is determined and the
capital structure I use an average over the last five years. The reliance of a l-day versus a 15-day stock price
in the DCF model is unlikely to materially impact the results unless the l-day price is influenced by unusual
events on that specific day.
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l A55.

2

3

4

For all sample companies, the preferred rating was assumed equal to the company's bond

rating. The cost of a company's preferred equity was set equal to the yield on an index of

preferred utility stock with the same rating. The data were obtained from the Merge ft

Bond Record."

5 B.

Q56.

Cost-of-Equity Estimation Methods

HOW DO YOU ESTIMATE THE COST OF EQUITY FOR YOUR SAMPLE

COMPANIES?

6

7

8

9

10

12

13

14

15

16

17

18

A56. Recall that the cost of capital is the expected rate of return in capital markets on

alterative investments of equivalent risk. This definition leads me to address three key

points in my estimation procedures. First, the cost of capital is an expected rate of return

- it cannot be directly observed, but must be inferred from available evidence. Second,

the cost of capital is determined in capital markets (such as the New York Stock

Exchange). Therefore, capital market data provide the best evidence from which to draw

inferences. Third, the cost of capital depends on the return offered by alternative

investments of equivalent risk. Consequently, measures of risk that matter in capital

markets are part of the evidence that I need to examine. The overall cost of capital that I

estimate for the samples is the primary evidence I rely on to determine Arizona-American

Water's overall cost of capital.

Q57. HOW DOES THE ABOVE DEFINITION HELP YOU ESTIMATE THE COST OF19

20

21

22

23

24

25

26

A57.

CAPITAL?

The definition of the cost of capital recognizes a tradeoff between risk and expected

return, this is the security market line plotted above in Figure l above. Cost-of-capital

estimation methods usually take one of two approaches: (1) they establish the location of

the security market line and estimate the relative risk of the security, which jointly

determine the cost of capital, or (2) they try to identify a comparable-risk sample of

companies and estimate the cost of capital directly. Looking at Figure 1, the first

30Published monthly, Margent's Bond Record offers a comprehensive review of over 68,000 bond issues
including coverage of corporate, government, municipal, industrial development/environmental control
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1

2

approach focuses directly on the vertical axis, while the second focuses both on the

security's position on the horizontal axis and on the position of the security market line.

3

4

5

6

7

8

9

10

11

12

13

The first type of approach is more direct, but ignores the wealth of information available

on securities not thought to be of precisely comparable risk. The "discounted cash flow"

or "DCF" model is an example. The second type of approach, sometimes known as

"equity risk premium approach," requires an extra step - positioning the security market

line. Using the second approach allows me to use information from all traded securities

rather than just those included in my sample. The capital asset pricing model ("CAPM")

is an example. While both approaches can work equally well if conditions are right, one

may be preferable to the other under certain circumstances. In particular, approaches that

rely on the entire security market line are less sensitive to deviations from the

assumptions that underlie the model, all else equal. In this case, I examine both DCF and

risk-positioning approach evidence for the water utility and gas LDC sample.

14

15

16

17

18

19

20

21

22

Q58.

A58.

1. The Risk-Positioning Approach

PLEASE EXPLAIN THE RISK-POSITIONING METHOD.

The risk-positioning method estimates the cost of equity as the sum of a current interest

rate and a risk premium. It is therefore sometimes also known as the "risk premium"

approach. This approach may sometimes be applied more or less formally. As an

example of an informal application, an analyst may estimate the spread between interest

rates and what is believed to be a reasonable estimate of the cost of capital at a specific

time, and then apply that spread to current interest rates to get a current estimate of the

cost of capital.

23

24

25

26

More fontal applications of the risk-positioning approach take full advantage of the

security market line depicted in Figure l: they use information on a large number of

traded securities to identify the security market line and derive the cost of capital for the

individual security based on that security's relative risk. This reliance on the entire
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1

2

3

4

5

6

security market line maces the method less vulnerable to the kinds of problems that arise

from using one stock at a time (such as the DCF method). The risk-positioning approach

is widely used and underlies much of the current research published in academic journals

on the nature, determinants and magnitude of the cost of capital. The most commonly

used version of the formal risk-positioning models is the Capital Asset Pricing Model

("CAPM"). The equation for the CAPM is:

ks (2)

7

8

= if + ,iv x MRP

where k is the cost of capital, VF is the risk-free interest rate, MRP is the market risk

premium, and ,8 is the measure of relative risk.

9

10

11

Section I of Appendix C to this testimony provides more detail on the principles that

underlie the risk-positioning approach. Section II of Appendix C provides the details of

the risk-positioning approach empirical estimates I obtain.

Q59. HOW ARE THE "MORE FORMAL" APPLICATIONS OF THE RISK-

POSITIONING APPROACH IMPLEMENTED?

12

13

14

15

16

17

A59. The first step is to specify the current values of the benchmarks that determine the

security market line. The second is to determine the security's, or investment's, relative

risk. The third is to specify exactly how the benchmarks combine to produce the security

market line, so the company's cost of capital can be calculated based on its relative risk.

18

Q60.

a) Seeurity Market Line Benchmarks

WHAT BENCHMARKS ARE USED TODETERMINE THE LCCATION OF

THE SECURITY MARKET LINE?

19

20

21

22

23

24

25

26

27

A60. The essential benchmarks that determine the security market line are the risk-free interest

rate and the premium that a security of average risk commands over the risk-free rate.

This premium is commonly referred to as the "market risk premium" ("MRP"), i.e., the

excess of the expected return on the average common stock over the risk-free interest

rate. In the risk-positioning approach, the risk-free interest rate and MRP are common to

all securities. A security-specific measure of relative risk (beta) is estimated separately

and combined with the MRP to obtain the company-specific risk premium.
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1

2

3

4

5

6

7

8

Q61. WHAT BENCHMARK DO YOU USEFOR THE MRP?

A61 . For this proceeding I estimate only a long-term version of the risk-positioning model.

This version of the risk-positioning model measures the market risk premium as the risk

premium of average-risk common stocks over long-term Government bonds. I do not

present result on a short-term version in this proceeding because monetary policy has

driven the short-term risk-free rate to zero and at times even below zero.31 I also report

several sensitivity analyses that take into account the increase in the MRP as discussed

above inSection OIL
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Q62.

A62. Appendix C summarizes academic and empirical research on the MRP. However, as

discussed in the appendix, there is currently little consensus on the "best practice" for

estimating the MRP even pre-crisis. (Note: this is not the same as saying that all

practices are equally good). For example, the leading graduate textbook in corporate

finance expresses the view that a range between 5 to 8 percent is reasonable for the U.S.32

Morningstar data from 1926 to 2008, the longest period reported, show an MRP average

premium of stocks of 7.9 percent over Treasury bills and 6.5 percent over long-term

Government bonds. The publication reports a premium of stocks over bonds of 7.6

percent for the period 1947 to 2008. 33 At the same time, Dimson, Marsh and Stauton

(2008) estimate the arithmetic market risk premium for the U.S. over the 1900 to 2007

period at 6.5 percent over bonds.34 In a regulatory setting, the Surface Transportation

Board ("STB") recently decided to rely on the CAPM when determining the cost of

capital for major railroads in the U.S. As part of its methodology, the STB decided to

rely on the long-term market risk premium reported by Morningstar/Ibbotson in its

implementation of the CAPM."

HOW DO YOU ESTIMATE THE BASELINE MRP?

3] See, for example, "Treasury Bills Trade at Negative Rates as HavenDemand Surges", by Daniel Kruger and
Cordell Eddings,Bloomberg, December 9, 2008.

32 Richard A. Brealey, Stewart C. Myers, and Franklin Allen, Principles of Corporate Finance, McGraw-Hill,
9th edition, 2008, pp. 173-180.

33 Morningstar,Ibbotson SBBI Valuation Yearbook 2009, Appendix A, Tables A-l and A-3.

34 Dimson, Marsh and Staunton, Global Investment Returns Yearbook 2008, p. 48.

35 STB Ex Parte No. 664, Issued January 17, 2008, pp. 8-9.
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My testimony considers both the historical evidence and the results of scholarly studies

of the factors that affect the risk premium for average-risk stocks in order to estimate the

benchmark risk premium investors currently expect.

Considering all the evidence, I conclude that S&P 500 stocks of average risk commanded

6.5 percent over the long-term Government rate prior to the financial crisis. This

estimate is a relative conservative estimate of the historical average risk-premium in that

it is equal to the figure reported over the longest period available and includes the

unusual 2008 year. As discussed inSection III above, this figure has increased with the

current market turmoil, so that the baseline of 6.5 percent likely underestimates the

current MRP. However, I choose to use it as a benchmark to be conservative. I do,

however, report sensitivity analyses that reflect an increase in the MRP I refer to models

that use the 6.5 percent MRP as the baseline. The estimation of the MRP is discussed in

greater detail in Appendix C.
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Q63.

A63.

HOW DO YOU DETERMINE THE RISK-FREE RATE YOU USE?

First, I calculate the yield on long-term Government bonds over a recent l5-day period.

Second, I determine the increase in the spread between the yield on A-rated utility bonds

and long-term (20-year) Government bonds.36 As of May 15, 2009 this spread stood at

219 to 239 basis points and had increased by 114 to 145 basis points over the period 199 l

to 2007 if I look to Moody's data and by 124 to 174 basis points if I look to Bloomberg's

data." As 125 basis points is in the lower end of the range, I conservatively choose to

add this to the current estimate of the long-term risk-free rate.

22

23

24

25

26

b) Relative Risk

Q64. WHAT MEASURE OF RELATIVE RISK DO YOU USE?

A64. I examine the "beta" of the stocks in question. Beta is a measure of the "systematic" risk

of a stock - the extent to which a stock's value fluctuates more or less than average

when the market fluctuates.

361 use the yield on A-rated utility bonds as they are less likely to include a default premium than are lower
rated utility bonds.

37 See Table 3 above and Workpaper #2 to Table No. BV-9, Panel B.
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The basic idea behind beta is that risks that cannot be diversified away in large portfolios

matter more than those that can be eliminated by diversification. Beta is a measure of the

risks that cannot be eliminated by diversification. This concept is explored further in

Appendix C

5

6

Q6s.

A65.

WHAT DOES A PARTICULAR VALUE OF BETA MEAN?

By definition,a stock with a beta equal to 1.0 has average non-diversifiable risk: it goes

up or down by 10 percent on average when the market goes up or down by 10 percent

Stocks with betas above 1.0 exaggerate the swings in the market. A stock with a beta of

2.0 tends to fall 20 percent when the market falls 10 percent, for example. Stocks with

betas below 1.0 understate the swings in the market. A stock with a beta of 0.5 tends to

rise 5 percent when the market rises 10 percent

12

13

Q66. HOW DO YOU ESTIMATE BETA?

A66. I usebeta estimates reported in the Value Line for the sample companies

14

Q67.15

16

17

18

19

20

A67.

e) Cost ofEqui(y Capital Calculation

HOW DO YOU COMBINE THE PRECEDING STEPS TO ESTIMATE THE

COST OF EQUITY?

The most widely used approach to combine a risk measure with the benchmark market

risk premium on common stocks to find a risk premium for a particular firm or industry is

the Capital Asset Pricing Model. However, the CAPM is only one risk-positioning

technique

In addition to the CAPM, I rely on an empirical variety of the model. Empirical research

has long shown that the CAPM tends to overstate the actual sensitivity of the cost of

capital to beta: low-beta stocks tend to have higher risk premier than predicted by the

CAPM and high beta stocks tend to have lower risk premier than predicted. A number of

variations on the original CAPM theory have been proposed to account for this finding

This finding can be used directly to estimate the cost of capital, using beta to measure

relative risk, without simultaneously relying on the CAPM. Here I examine results from

both the CAPM and a version of the security market line based on the empirical finding

47



DOCKET no. W-01303A-09
Arizona-American Water Company
Direct Testimony of Banta Villadsen

that risk premier are related to beta, but are not as sensitive to beta as the CAPM predicts

to convert the betas into a risk premium. I refer to this latter model as the "ECAPM

where ECAPM stands for Empirical Capital Asset Pricing Model. The formula for the

ECAPM is

(3)

where as before k is the cost of capital, r, is the risk-free interest rate, MRP is the market

risk premium, ,8 is the measure of relative risk, and a is the empirical adjustment factor

r ,  + a + , 8 :  x ( M R P - a l

Research supports values for a ranging from one to seven percent when using a short

term interest rate. I use benchmark values of a of 0.5 percent for the long-term risk-free

rate as it is in the lower range of what empirical evidence support. I also conduct

sensitivity tests for different values of a . For the long-term risk-free rate I use values for

a of 0, 0.5 and 1.5 percent. See Appendix C for a more detailed discussion of the

ECAPM model and Table C-1 for a summary of the empirical evidence on the size of the

required adjustment
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16
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Q68.

A68. Empirical tests of the CAPM have repeatedly shown that an investment's return is related

to systematic risk, but that the increase in return for an increase in risk is less than is

predicted. The empirical tests have also shown that the theoretical intercept, as measured

by the return on Treasury bills, is too low to fit the data. In other words, the empirical

tests indicate that the slope of the CAPM is too steep and the intercept is too low. The

empirical data support the ECAPM. The ECAPM recognizes the consistent empirical

observation that the CAPM underestimates (overestimates) the cost of capital for low

(high) beta stocks. The ECAPM corrects the predictions of the CAPM to more closely

match the results of the empirical tests. Ignoring the results of CAPM tests would lead to

an estimate of the cost of capital that is likely to be less accurate than is possible

WHY IS IT APPROPRIATE TO USE THE ECAPM MODEL?

Q69. IS THE USE OF THE ECAPM EQUIVALENT TO ADJUSTING THE

ESTIMATED BETAS FOR THE SAMPLE COMPANIES?

25

26

27

28

A69. No. Fundamentally, this is not an adjustment (increase) in beta. This can easily be seen

by the fact that the expected return on high beta stocks is lower with the ECAPM than
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when estimated by the CAPM. The ECAPM model is a recognition that the actual slope

of the risk-return tradeoff is flatter than predicted and the intercept higher based upon

repeated empirical tests of the model." Even if the beta of the sample companies were

estimated accurately, the CAPM would still underestimate the required return for low

beta stocks. Even if the ECAPM were used, the costs of equity would be underestimated

if the betas were underestimated,

7 2. Discounted Cash Flow Method

8
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10

11
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13

Q70. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW APPROACH.

A70. The DCF model takes the first approach to cost-of-capital estimation, i.e., to attempt to

estimate the cost of capital in one step. The method assumes that the market price of

stock is equal to the present value of the dividends that its owners expect to receive over

the life of the company. The method also assumes that this present value can be

calculated by the standard formula for the present value of a cash flow stream:

P
DI D2 + DO

(l+k) (1+k)2 (I+k)
+ 3+ DT

+ T(l+k) (4)

14

15

16

17

18

19

where " P " is the market price of the stock, MD! " is the dividend cash How expected at

the end of period t (i.e., subscript period 1, 2, 3 or T in the equation), "k " is the cost of

capital, and "T " is the last period in which a dividend cash flow is to be received. The

formula just says that the stock price is equal to the sum of the expected future dividends,

each discounted for the time and risk between now and the time the dividend is expected

to be received.

20

21

22

Most DCF applications go even further, and make very strong (i.e., unrealistic)

assumptions that yield a simplification of the standard formula, which then can be

rearranged to estimate the cost of capital. Specifically, if investors expect a dividend

38 Many investment firms make an adjustment to the beta. A commonly used adjustment is the Merrill Lynch
adjustment, which adjusts betas 1/3 toward one. This type of adjustment is intended to compensate for
sampling errors in the beta estimation, not for the empirical fact that CAPM tends to overestimate the
sensitivity of the cost of capital to beta. See Appendix C for a more detailed explanation.
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stream that will grow forever at a steady state, the market price of the stock will be given

by a very simple formula,

(5)

3

4

5

6

P : DI
(k .- 8)

where " DI " is the dividend expected at the end of the first period, " g " is the perpetual

growth rate, and "P " and "k " are the market price and the cost of capital, as before.

Equation (5) is a simplified version of Equation (4) that can be solved to yield the well

known "DCF formula" for the cost of capital:

(6)

7

8

9

10

11

12

k : D1- + g

: D0 x (1 + g)+ g

where "Do " is the current dividend, which investors expect to increase at rate g by the

end of the next period, and the other symbols are defined as before. Equation (6) says that

if Equation (5) holds, the cost of capital equals the expected dividend yield plus the

(perpetual) expected future growth rate of dividends. I refer to this as the simple DCF

model. Of course, the "simple" model is simple because it relies on very strong,

unrealistic, assumptions.
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Q71.

A7l.

CAN YOU ILLUSTRATE THE DCF MODEL?

Yes. For simplicity, I will illustrate the method using annual data although most

companies pay dividends quarterly, so that a quarterly model is more appropriate. lg on

an annual basis, a company paid $2 in dividends, Do, has a current stock price, p, of $30

and an estimated growth rate, g, of 5 percent per year, then the calculations in equations

(5) and (6) above are as follows

19 Dividends next period: D/ :Do x (1 +g) = $2.00 x (1 + 5%) =$2.10

20 Dividend Yield: D/ IP= $2.10 / $30 = 7.0%

21 Cost of equity: k=D1/P+g=7.0%+5%= 12%.
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A72.

ARE THERE OTHER VERSIONS OF THE DCF MODELS BESIDES THE

"SIMPLE" ONE?

Yes. There are many variations on the DCF models that may rely on less strong (more

realistic) assumptions in that they allow growth rates to vary over time. I consider a

variant of the DCF model that uses the companies' individual growth rates during the

first five years, converges to a perpetual growth rate in years 6-10 and then uses the GDP

growth rate as the perpetual growth rate after year 10 for all companies. This is a variant

of the "multi-stage" DCF method. The DCF models are described in detail in Section I

of Appendix D. (Section II of Appendix D provides the details of my empirical DCF

results.)
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Q73.

A73 I
WHAT ARE THE MERITS OF THE DCF APPROACH?

The DCF approach is conceptually sound if its assumptions are met, but can run into

difficulty in practice because those assumptions are so strong, and hence so unlikely to

correspond to reality. Two conditions are well known to be necessary for the DCF

approach to yield a reliable estimate of the cost of capital: the variant of the present

value formula that is used must actually match the variations in investor expectations for

the dividend growth path, and the growth rate(s) used in that fomiula must match current

investor expectations. Less frequently noted conditions may also create problems. (See

Appendix D for details.)

Q74. WHAT IS THE MOST DIFFICULT PART OF IMPLEMENTATING THE DCF

APPROACH?
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A74. Finding the right growth rate(s) is the usual "hard part" of a DCF application. The

original approach to estimation of the growth rate, g, relied on average historical growth

rates in observable variables, such as dividends or earnings, or on the "sustainable

growth" approach, which estimates g as the average book rate of return times the

fraction of earnings retained within the firm. But it is highly unlikely that these historical

averages over periods with widely varying rates of inflation and costs of capital will

equal current growth rate expectations. This is particularly true for the water sample as

many companies in the industry are growing fast, engaged in mergers, acquisitions or

other restructuring activities.
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Moreover, the constant growth rate DCF model requires that dividends and earnings

grow at the same rate for companies that on average earn their cost of capital.39 It is

inconsistent with the theory on which the model is based to have different growth rates in

earnings and dividends over the period when growth is assumed to be constant. If the

growth in dividends and earnings were expected to vary over some number of years

before settling down into a constant growth period, then it would be appropriate to

estimate a multistage DCF model. In the multistage model, earnings and dividends can

grow at different rates, but must grow at the same rate in the final, constant growth rate

period. A difference between forecasted dividend and earnings rates therefore is a signal

that the facts do not fit the assumptions of the simple DCF model.

Q75. HOW DO YOU ESTIMATE THE GROWTH RATES YOU USE IN YOUR DCF11

12

13
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16

A75.

ANALYSIS?

Fuse earnings growth rate forecasts from Bloomberg and Value Line. Analysts' forecasts

are superior to using single variables in time series forecasts based upon historical data as

has been documented and confirmed extensively in academic research. Please see

Section I in Appendix D for a detailed discussion on this issue.

Q76. ARE YOU AWARE THAT SOME REGULATORY COMMISSIONS RELY ON

BOTH HISTORICAL AND FORECAST GROWTH RATES IN THEIR

IMPLEMENTATIQN OF THE DCF MODEL?
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A76. Yes, but I do not believe that is the best way to estimate the growth rate for use in the

DCF model for the following reasons. First, as mentioned above, the model requires that

dividends and earnings grow at the same rate at some point in the future in order to apply

the model. The data on historical growth rates do not confirm this condition. Second,

analysts have access to historical information and include that information in their

39 Why must the two growth rates be equal in a steady-growth DCF model? Think of earnings as divided
between reinvestment, which funds future growth, and dividends. If dividends grow faster than earnings,
there is less investment and slower growth each year. Sooner or later dividends will equal earnings. At that
point, growth is zero because nothing is being reinvested (dividends are constant). If dividends grow
slower than earnings, each year a bigger fraction of earnings are reinvested. That makes for ever faster
growth. Both scenarios contradict the steady-growth assumption. So if you observe a company with
different expectations for dividend and earnings growth, you know the company's stock price and its
dividend growth forecast are inconsistent with the assumptions of the steady-growth DCF model.
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forecast of earnings growth rates. In other words, using historical data provides no

additional information than that captured in analyst forecasts. Data providers such as

Value Line provide information on the going forward payout ratio as well as on other key

financial parameters.

Q77.5
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A77.

ARE YOU AWARE OF EVIDENCE THAT ANALYSTS'FORECAST OF

EARNINGS GROWTH HAVE HISTORICALLY OVERESTIMATED

EARNINGS AND DIVIDEND GROWTH?

Yes. Although analyst forecasts have historically been too optimistic, this problem is less

acute for regulated companies.4° Further, according to a recent joint report by NASD and

the NYSE,

11
12
13
14
15

the SRO Rules have been  effect ive in  helping r estore in tegr i ty to
r esea r ch  by m i n i m i z i n g  t h e  i n fl uen ces  of  i n ves t m en t  ba n k i n g  a n d
promoting transparency of other potential conflicts of interest. Evidence
a l so suggest s  th a t  in vestor s  a r e ben efi t in g  fr om mor e ba lan ced an d
accurate research to aid their investment decisions."
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In addition, the use of a two-stage DCF model, which substitutes the forecast growth of

GDP, mitigates analyst optimism by substituting the GDP growth rate for the potentially

optimistic (or pessimistic) earnings forecasts of analysts.

Q78.19
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A78.

HOW WELL ARE THE CONSTANT-GROWTH RATE CONDITIONS

NECESSARY FOR THE RELIABLE APPLICATION OF THE DCF LIKELY TO

BE MET FOR THE SAMPLE COMPANIES AT PRESENT?

The requisite conditions for the sample companies are not fully met at this time,

particularly for the water sample. Of particular concern for this proceeding is the

uncertainty about what investors truly expect the long-run outlook for the sample

companies to be. The longest time period available for growth rate forecasts of which I

am aware is live years. The long-run growth rate (i.e., the growth rate after the water

40 See, for example, L.K.C. Chan, J. Karceski, and J. Lakonishok (2003), "The Level and Persistence of
GrowthRates," Journal of Finance 58(2),pp. 643-684.

41 Joint Report by NASD and NYSE on the Operation and Effectiveness of the Research Analyst Conflict of
Interest Rules, December 2005, p, 44.
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industry settles into a steady state, which may be beyond the next five years for this

industry) drives the actual results one gets with the DCF model. Unfortunately, this

implies that unless the company or industry in question is stable - so there is little doubt

as to the growth rate investors expect - DCF results in practice can end up being driven

by the subjective judgment of the analyst who performs the work.
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Of the nine companies in the water sample, six do not have earnings forecasts from Value

Line and three do not have bEst growth rates. As a result three companies have no

forecasted earnings growth and two companies have only one analyst's estimate.42 The

average long-term earnings forecasts from vary from a low of -6.0 percent" to a high of

15 percent. The lack of sufficient number of analysts following the sample companies

and the large variation in growth forecasts indicate that these forecasts are less reliable

than ideal. The growth rates for gas LDC sample vary less from 2.1 to 6.6 percent, and

are more consistent with the GDP growth forecast of 4.9 percent. Of the ll companies in

the gas LDC sample, one has only two analysts providing a forecast (one Value Line and

one BEst). The two-stage DCF model adjusts for any overly optimistic (or pessimistic)

growth rate forecasts by adjusting the 5-year growth rate forecasts of the analysts toward

the long-term GDP growth rate in the years after year 5. See Appendix D, Section I for a

discussion of the two-stage model.

The DCF growth rates, whether estimated from historical data or from analyst forecasts,

have likely been affected by several factors: many mergers and acquisitions in the water

industry in recent years, significant growth in many parts of the country, and a trend

towards consolidation. The industry appears to be moving towards a larger degree of

consolidation -- at least among the privately held water utilities. The consolidation of the

industry may well increase as the industry needs significant infrastructure investments to

comply with EPA water purification rules, maintain or replace old infrastructure, and deal

with increased threats towards the water systems.44 The American Society of Civil

Engineers estimated in 2009 that "drinking water systems face an annual shortfall fat

42 See Table Bv-5 for details.

43 The negative 6 percent pertains to Southwest Water which recently cut dividends.

44 See, for example,Value Line, Water Utility Industry, April 25, 2008.
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least $11 billion in funding needed to replace aging facilities that are near the end of their

useful life and to comply with existing and future federal water regulations"45 with a

total investment need for drinking water and wastewater investments of $255 billion over

the next five years.46 Drinking water is mentioned as the second most important

infrastructure concern for Arizona and the required investments is estimated at $9. la

billion for drinking water and at $4.57 billion for wastewater.47 Coupled with the rising

construction costs of utility infrastructure, this creates uncertainty about future conditions

and diverging expectations. The uncertainty associated with these factors increases the

industry's business risk. Additionally, environmental regulations impact the industry as

standards for water quality evolve over time, and there is potential for new safety and

security requirements in the future. The industry has no federal regulator (other than for

environmental and health issues), and state public utility commissions regulate most

investor owned water utilities. Different regulatory bodies may lead to differing

regulatory requirements for companies operating in adjacent parts of the country. Taken

together, these factors mean that it may be some time before the water industry settles

into anything investors will see as a stable equilibrium necessary for the reliable

application of the DCF model.

Such circumstances imply that a commission may often be faced with a wide range of

DCF estimates, none of which can be well grounded in objective data on true long-mn

growth expectations, because no such objective data now exist. DCF for firms or

industries in flux is inherently subjective with regard to the most important parameter, the

long-run growth rate that drives the answer.

In short, the unavoidable questions about the DCF model's strong assumptions cause me

to view the DCF method as inherently less reliable than the risk-positioning approach

described above. This is particularly true for the water sample, because of the data

problems discussed above. However, because the DCF method has been widely used in

Report Card for America's Infrastructure, The American Society of Civil Engineers, 2009, p. 1.

Ibid., Executive Summary p. 7. According to the document, the investment shortfall is about $108.6 billion
for the water industry over the next five years.

Ibid., Arizona. (http://www.infrastructurereportcard.org/state-page/arizona)
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the past, I submit DCF evidence in this case. DCF estimates also serve as a check on the

values provided by the risk-positioning methods.
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In this proceeding, I give no weight to the water sample's DCF estimates, but use the gas

LDC DCF estimates as a check on the reasonableness of my risk-positioning estimates.

While the Commission Staff in the past has given weight to the water sample's DCF

results, I respectfully submit that the high variability of these growth rates makes them

very unreliable at this point in time. For example, a year ago, Southwest Water's growth

rate from BEst was 9.7 percent, but it is now negative 6.0 percent and York Water had a

growth rate of only .6 percent a year ago while it now has a growth rate of 7.0 percent."

Relying on historical growth rate does not make the water sample's DCF results reliable,

because (1) the DCF method's strength is being forward looking and historical data

violates this principle and (2) historical growth rates for the water industry vary as much

as do forecasted growth rates. For example, Southwest Water's 5-year historical earnings

growth was negative 2.5 percent while the company's 10-year historical earnings growth

was 8.0 percent. A number of companies in the water industry, which has a relative

small number of companies, are in flux and therefore their growth rates are very volatile.

Therefore, even minor variations in methodology, timing, or sample composition drives

the results which is not consistent with stable rate making.

19 c . THE SAMPLES AND RESULTS

2 0

Q79.

1. The Water Utility Sample

EARLIER YOU SAID THAT THE SAMPLE OF WATER UTILITIES HAD

SERIOUS DATA WEAKNESSES. PLEASE ELABORATE ON THESE
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A79.

WEAKNESSES.

In attempting to apply the DCF model to the sample, six companies hadno Value Line

growth forecasts. The size of the companies in the water sample also makes cost-ot`-

capital estimation difficult. Currently, only four companies have more than $500 million

in market value of equity. More important, however, is the fact that the stock of these
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companies trades relatively infrequently. Low trading volume causes concern because

there may be a delay between the release of important information and the time that this

information is reflected in prices. Such delay is well known to cause beta estimates to be

statistically insignificant and possibly biased.

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

In addition to lack of data and the small size of the companies, there are firm-specific

events that render the water utility sample less reliable than would be ideal. First, Aqua

America (the largest of the companies) has gone through a large number of mergers and

acquisitions in recent years. Normally, I would not include companies with significant

merger or acquisition activity in a sample because the individual information about the

progress of the proposed merger is so much more important for the determination of the

company's stock price than day-to-day market fluctuations. In practice, beta estimates

for such companies tend to be too low. The growth rates for such companies may also be

affected. Second, Southwest Water Co. recently cut dividends and has delayed the

issuance of its 2008 10-K. Dividend cuts are usually a sign of financial distress or

unusual circumstances. I therefore report my results for both the full sample and for a

subsample of companies that does not include Southwest Water (20.49

It is because of these weaknesses in the water sample that I also utilize a sample of

natural gas LDCs. However, I believe the comparability of the water utilities and the gas

LDC companies is lower than it has been in the recent past because the gas LDC

sample's systematic risk measures have diverted not only from those of water utilities but

also from those of other utilities. The selection procedure for this sample was

summarized earlier and details are provided in Appendix B.

48 Table No. BV- 5 uses data as of May 18, 2009 and my testimony in W-01303A-08-0227 used data as of
February 7, 2008.

49 Further, Southwest Water Co. has an unusual negative growth rate and a very high beta.
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1

2

3

4

5

2. Risk-Positioning Cost-of-Capital Estimates

Q80. HOW IS THIS SECTION OF YOUR TESTIMONY ORGANIZED?

A80. This section first describes the input data used in the CAPM and ECAPM models, then

reports the resulting cost-of-equity estimates for the samples. The second section of

Appendix C details the empirical analysis.

6 a) Interest Rate Estimate

HOW DID YOU DETERMINE THE EXPECTED RISK-FREE INTERESTQ81.7

8

9

10

11

12

13

14

15

16

17

A8l.

RATE?

I reviewed current constant maturity U.S. Government bond yield data available from the

St. Louis Federal ReserveBank. For the period April 27 to May 15, 2009, the average

yield on long-term government bonds was 4.10 percent. To that figure I added 125 basis

points in the baseline case as an adjustment for the increase in yield spread.50 I note that

in the sensitivity analyses, I reduce the adjustment for yield spread by 25 basis points for

each l percent increase in the MRP. This intends to take into account the fact that bond

betas may be positive and .25 is a conservative estimate hereof - - Le., bond betas are

likely to be lower, so that a .25 percent adjustment is in the upper end of the needed

adjustment.

18

19

20

21

22

b) Betas and the Market Risk Premium

Q82. WHAT BETA ESTIMATES DID YOU USE IN YOUR ANALYSIS FOR THE

SAMPLES?

A82. I rely upon the most recent betas estimated by Value Line for both the water sample and

for the gas LDC sample.

23

24

25

Q83.

A83. Yes. Value Line reports betas that are adjusted towards one. For this proceeding, I

reverse the ValueLine adjustment for water utilities. This is intended to ensure my

ARE THE BETA VALUES REPORTED BY VA L UEL INEA DJ UST ED BETAS?

50 See Table No. BV-9.

5 8



q

DOCKET no. W-01303A-09--
Arizona-American Water Company
Direct Testimony of Banta Villadsen

1

2

3

4

5

6

estimates for thewater sample are conservative.51 Value Line and many investment firms

adjust the estimated betas. This type of adjustment is intended to compensate for

sampling errors in the beta estimation, not for the empirical fact that the CAPM tends to

overestimate the sensitivity of the cost of capital to beta. For this proceeding I use

unadjusted betas as I have previously for water and wastewater utilities and as reported

Value Line estimates for the gas LDC sample.

7

8

9

10

Q84.

A84.

PLEASE SUMMARIZE THE BETA ESTIMATES YOU RELY ON.

Alter reversing the Value Line adjustment procedure, the average estimated Value Line

beta for the water sample is about 0.70. The average of the Value Line betas for the gas

LDC sample is about 0.68. These beta estimates are reported in Workpaper #1 to Tables

No. BV-10 and BV-21.52

Q85. PLEASE EXPLAIN THE METHOD TO ADJUST FOR DIFFERENCES IN12

13

14

15

A85-

CAPITAL STRUCTURE.

Starting with the ATWACC, the cost of equity for any capital structure within a broad

range of capital structures can be determined by the following formula:

16
17

Return on equity ATWACC - Return on debt x % debt in capital structure x(1- tax rate)
% equity in capital structure

18

19

20

21

This is the calculation that is displayed in Tables No. BV-12 and BV-23.53 The tables

display the result of converting the sample average ATWACC to a return on equity for a

specific capital structure. It is straightforward to use this method to determine the cost of

equity consistent with the capital structure.

51 In some prior proceedings I also reversed the gas LDC companies' beta estimates, but the sharp decline in
these betas and the divergence from water utility betas indicate that unadjusted betas are too conservative as
a measure of water utility risk.

so The beta estimates for both the water sample and the gas LDC sample are about .15 lower than the estimates
relied upon in my most recent testimony before this Commission in Docket No. W-01303A-08-0227.

53 For companies that have preferred equity, an additional term equal to (Return on preferred equity x %
preferred in capital structure) is subtracted from the numerator of this fraction.
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(using Long-Term Risk-Free Rate)

DCF

Simple Multi-stage

13.0%

8.1%
13.5%

8.3%

Cost of Equity

Average ATWACC

12.8%

8.0%

12.6%

7.9%

12.3%
7.8%

Sub-Sample
Cost of Equity

Average ATWACC
13.1%
8.1%

l 1.6%

7.4%

16.5%

9.6%

16.5%
9.6%

11.6%
7.4%
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1 e) Risk-Positioning Results

2 Q86.
3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

A86.

WHAT ARE THE COST-OF-EQUITY ESTIMATES DERIVED FROM THE

RISK-POSITIONING APPROACH FOR THE WATER AND GAS LDC

SAMPLE?

Using the long~term interest rate in the two risk-positioning models (CAPM and

ECAPM), with two values of the ECAPM parameter (0.5% and l.5%), obtain three

estimates of each sample company's cost ofequity (Tables No. BV-10 for the water

sample and subsample and BV-21 for the gas LDC sample). The cost-of-equity estimates

are combined with the estimates of the company's cost of debt and preferred to calculate

the company's ATWACC (Tables No. BV-1 l and BV-22). Tables No. BV-12 and BV-

23 combine the sample average ATWACC with Arizona-American Water's capital

structure, cost of debt, and tax rate to obtain the cost of equity at Arizona-American

Water's 45 percent equity. Panel A of Table No. BV-12 shows the cost of equity and

ATWACC value for all water sample companies, while Panel B shows the results for the

subsample of companies without Southwest Water that recently cut dividend and whose

revenue from regulated water utility activities constitute a lower percentage than for other

companies. Similar results for the gas LDC sample are shown in Table No. BV-23. The

baseline cost-of-equity results are summarized below in Table 5 for the water sample and

subsample and in Table 6 for the gas LDC sample.

Table 5: Baseline Cost-of-Equity Estimates for the Water Sample and Subsample

Regulatory Capital Structure: 45. 2% Equity /0. 0% Preferred I54. 8% Debt

METHODS

Tax Rate: 38. 6%

Water Sample CAPM a 0.5% (1" l_5%

Multi~Stage DCF Parameter:Risk Positioning Security Market Line Parameters:

Long-Term

Risk Free Rate Estimate:

Estimated MRP:

5.35% (4.1% plus 1,25%)

6.5% ,

GDP GrowthEstimate: 4.9%

20
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Table 6: Baseline Cost-of-Equity Estimates for the Gas LDC Sample

Regulatory Capital Structure 45.2% Equity I0.0% Preferred I54.8% Debt

METHODS

Tax Rate: 38.6%

Gas LDC Sample a : 0.5% a 1.5%

Risk Positioning Security Market Line Parameters

Long-Term

Risk Free Rate Estimate

Estimated MRP

5.4% GDP Growth

Estimate

Varying the MRP / risk-free rate over the range 6.5 percent I5.35 percent to 8.5 percent /

4.85 percent, I obtain the estimated displayed in Tables 7-A, 7-B and 8 below

Table 7-A: Summary RoE by Adjusting Long-Term Risk-Free Rate and MRP

Baseline Sensitivity Test l Sensitivity Test 2 Sensitivity Test 3
Estimated Return on Equity

12.8% 13.5%

13.7%

14.1%

13.8%

14.0%

14.5%

ECAPM (a = 0.5%)

ECAPM (G = L5%) 13.5%

14.1%

14.4%

14.8%

Sources and Notes
[l]: Long-term risk-fiee rate is 4. 1% plus 1.25%

MRP is 6.50%
[2]: Long-term risk-free rate is 4.l% plus 1.00%

MRP is 6.50% plus 1.00%
[3]: Long-term risk-fiee rate is 4. 1% plus 0.875% basis points

MAP is 6.50% plus 1.50%
[4]: Long-term risk-free rate is 4. 1% plus 0.75%

MRP is 6.50% plus 2.00%
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Table 7-B. Water Subsample: Summary of ROE by Adjusting Long-Term Risk-Free Rate and 1\IRP

Estimated Recur on Equity
Baseline

[11

Sensitivity Test I

[2]

Sensitivity Test 2

13]

Sensitivity Test 3

[4]

CAPM
ECAPM (a = 05%)
ECAPM (a = 15%)

12.3%
12.6%
l3 l%

12.9%

13.2%

l3,7%

13.2%
l3_5%
140%

13.5%

13.8%

148%

1

Sources andNotes :

[l]: Long-term risk-free rate is 4. 1% plus l.25%,

MRP is 6.50%

[2]; Long-term risk-freerate is 4. 1% plus 1.00%,
MRP is 6.50% plus l.00%.

[3]: Long-term risk-6'ee rate is 4.1% plus 0.875% basis points,

MRP is 6.50% plus l.50%.

[4]: Long-term risk-free rate is 4. 1% plus0.75%,
MRP is 6.50% plus 2.00%.

Table 8: Gas LDC Sample' Summary of ROE by Adjusting Long-Term Risk-Free Rate and MRP

Estimated Ream on Equity
Baseline Sensitivity Test l

[2]

Sensitivity Test 2

[3]

Sensitivity Test 3

[4]

CAPM

ECAPM (a = 05%)

ECAPM (my : 15%)

12.2%

12.5%

12.9%

12.8%

13.1%

13.5%

13.1%

13.4%

13.8%

13.4%

13.6%

14.1%

2

Sources and Notes:
[l]: Long-term risk-&ee rate is 4.1 plus 1.25%

MRP is 6.50%
[2]:Long-term risk-free rate is 4. 1% plus l.00%,

MRP is 6.50%plus l.00%.

[3]: Long-term risk-free rate is 4.l%plus 0.875% basispoints,

MRP is 6.50% plus l.50%.

[4]:Long-termrisk-free rate is 4.1% plus0.75%,
MRP is 6.50% plus 2.00%.

Q87. PLEASE SUMMARIZE YOUR FINDINGS FROM THE RISK-POSITIONING

MODEL.

3

4

5

6

7

8

9

A87. Focusing on the middle ECAPM (a = .50%) for the long-term risk-positioning model, I

find that the water subsample's cost of equity of about 12.6 percent for the baseline case

with a range of 12.3 to 13.1 percent. If a modest MRP adjustment of 1 percent is applied

the midpoint estimate increases to 13.2 percent. Looking at the gas LDC sample, the

midpoint for the baseline scenario is very similar at 12.5 percent with a range of 12.2 to
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1

2

3

4

5

6

7

8

12.9 percent. However, it is more correct to say that the water subsample and the gas

LDC sample indicate a baseline range of 12 to 13 percent. If I consider the modest

adjustment of l percent to the MRP the upper bound increases to 13% percent. I do not

report results from the short-term model in this proceeding as the Treasury bill rate has

been driven to zero. This is consistent with, for example, a recent decision by the Surface

Transportation Board that decided to rely on the CAPM using 20-year Treasury bonds for

the risk-free rate, 5-year weekly beta estimates, and Ibbotson's reported long-term market

risk premium when determining railroads' cost of equity.54

9

10

l l

12

The best point estimate for the risk positioning model for both the water subsample and

the gas LDC sample is 12% percent in the baseline case with a range of 12 to above 13

percent. I discuss the assessment of Arizona-American Water's cost of equity in the

concluding section.

13

14

15

16

17

3. The DCF Cost-of-Capital Estimates

Q88. WHAT STEPS DO YOU TAKE IN YOUR DCF ANALYSES?

A88. Given the above discussion of DCF principles, the steps are to collect the data, estimate

the sample companies' costs of equity at their current capital structures, and then to

adjust the sample's estimates to Arizona-American Water's 45 percent equity ratio.

18 a) Growth Rates

Q89. WHAT GROWTH RATE INFORMATION DO YOU USE?19

20

21

22

A89. For reasons discussed above and in Appendix D, historical growth rates today are not as

relevant as forecasts of current investor expectations for these samples. I therefore use

rates forecast by security analysts.

23

24

25

The ideal in a DCF application would be a detailed forecast of future dividends, year by

year well into the future until a true steady state (constant) dividend growth rate was

reached, based on a large sample of investment analysts' expectations. I know of no

54 STB Ex Parte No. 664,Issued January 17, 2008.
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14
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16

17

source of such data. Dividends are ultimately paid from earnings, however, and earnings

forecasts from a number of analysts are available for a few years. Investors do not expect

dividends to grow in lockstep with earnings, but for companies for which the DCF

approach can be used reliably (i.e., for relatively stable companies whose prices do not

include the option-like values described in Appendix D), they do expect dividends to

track earnings over the long-run. Thus, use of earnings growth rates as a proxy for

expectations of dividend growth rates is a common practice.

Accordingly, the first step in my DCF analysis is to examine a sample of investment

analysts' forecast earnings growth rates from Bloomberg and Value Line to the degree

such forecasts are available. The details are in Appendix D. At present, Value Line data

run through a 2012-2014 horizon, representing an average of about four years from the

current earning forecasts available for 2009. Bloomberg also provides a long-term

earnings growth rate estimate. The longest-horizon forecasted growth rates from these

sources underlie the simple DCF model (i.e., the standard perpetual-growth model

associated with the "DCF formula," dividend yield plus growth). Unfortunately, the

longest growth forecast data only go out four to five years, which is too short a period to

make the DCF model completely reliable.

18

19

20

21

22

23

b) Dividend and Pr i e e  Inpu t s

Q90. WHAT VALUES DO YOU USE FOR DIVIDENDS AND STOCK PRICES?

A90. Dividends are either for the first or the second quarter of 2009, depending on the most

recent dividend information available at the time of estimation for each company." This

dividend is grown at the estimated growth rate and divided by the price described below

to estimate the dividend yield for the simple DCF model.

24

25

26

Stock prices are an average of closing stock prices for the 15-day trading period ending

on the day the BEst forecast was obtained from Bloomberg. A 15-day stock price

average is used to guard against anomalous price changes in any single day.

55 The dividend information was obtained firm Bloomberg.
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15

16

e) DCF Results

Q91. WHAT ARE THE DCF ESTIMATES FOR THE SAMPLES?

A9l. The data are used in the two versions of the DCF method to get sample company

estimates at the sample company's capital structure. The resulting cost of equity at

Arizona-American Water's 45 percent equity estimates are shown in Table 5 above.

There is a very large difference between the simple and multi-stage DCF results for the

water sample (16.5 versus l1.6 percent), confirming the conclusion drawn above that the

water industry is not in a stable equilibrium. As a result, DCF results from the water

sample are unreliable, and I therefore do not put any weight on them in arriving at my

final estimate. However, for the gas LDC sample both DCF models yields very similar

results (12.2 versus 12.1 percent, suggesting that the gas LDC sample is indeed more

homogeneous than the water sample at this time. In addition, DCF estimates for the gas

LDC sample are not too different from risk-positioning results, albeit on average lower

than them. It is noteworthy that the DCF estimates have increased since I last filed

testimony in this jurisdiction. This indicates that the cost of capital has increased for the

gas LDC and water samples.

17 v. ARIZONA-AMERICAN WATER'S COST OF EQUITY

Q92. WHAT CONCLUSIONS DO YOU DRAW FROM THE ABOVE DATA

REGARDING EACH SAMPLE'S COST OF EQUITY AT ARIZONA-

AMERICAN WATER'S 45 PERCENT EQUITY RATIO?

18

19

20

21

22

23

24

25

26

27

28

A92. For the gas LDC sample, the estimated costs of equity from the risk-positioning model

and from the DCF model are reasonably in line. For the water sample subsample,

estimates vary significantly between different methods, and the DCF results are

particularly variable. Although I do not rely upon the DCF model results for the water

sample or subsample, I believe that DCF cost-of-capital estimates from the gas LDC

sample provide a useful check on the risk-positioning results. The relative consistency of

the multi-stage DCF and the risk-positioning cost-of-equity estimates for the gas LDC

sample indicate that those estimates are reasonable.
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Q93. DO YOU HAVE ANY COMMENTS REGARDING THE RESULTS OF THE1

2

3

4

5

6

7

8

9

10

12

13

14

A93.

RISK-POSITIONING MODELS?

The estimated cost of equity displayed in Panel B of Table No. BV-12 compared to Table

No. BV-23 is significantly higher on average for the water sample. The risk-positioning

results are summarized above in Tables 5 and 6 with sensitivity analyses presented in

Tables 7 and 8. The CAPM values deserve the least weight, because this method does

not adjust for the empirical finding that the cost of capital is less sensitive to beta than

predicted by the CAPM (which my testimony considers by using the ECAPM).

Conversely, the ECAPM numbers deserve the most weight, because this method adjusts

for theempirical findings. Based on the facts discussed inSection III as well as the

increase in DCF estimates for both samples, it is clear that the cost of capital has

increased over the last year. It is more difficult to assess exactly by how much.

Therefore, I rely primarily on my baseline case which is a conservative estimate of the

cost of capital for Arizona-American Water.

Q94.15

16

17

18

19

20

21

22

23

A94.

DID YOU CONSIDER ANY OTHER EVIDENCE IN DETERMINING

WHETHER ARIZONA-AMERICAN'S REQUESTED RETURN ON EQUITY

WAS REASONABLE?

Yes. I reviewed recent water utility decisions firm the Arizona Corporation Commission

and compared the overall rates of return to that requested by Arizona-American Water.

Specifically, I compared the overall rate of return allowed by the Commission to that

requested by Arizona-American Water using two scenarios. Specifically, I compared the

allowed rate of return at the time of the decision to that requested by Arizona-American

today.

Q95. PLEASE EXPLAIN YOUR COMPARISON TO RECENT COMMISSION

DECISIONS.

24

25

26

27

A95. I obtained data on 20 recent Arizona decisions on water and wastewater utilities.56 The

data is summarized in Table 9 below.

56 The first 17 decisions were provided by Arizona-American and the last three were obtained from the
Commission's website (E-dockets).
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Table 9: Summary of Recent Commission Water and Wastewater Decisions

Company Decision Date

[2]

Common
Equity

[3]

Allowed Rate
of Recur on

Equity

[4]

Bella Vista Water Company

Clearwater Util ities

Arizona W ater Company

Arizona-American Water Co. (Formerly Citizens)

Rio Rico Uti l i t ies

Las Quinoas Serer as Water Co.

Forest Highlands

Pineview Water Co.

Chaparral City Water

Arizona Water Company

Arizona-American Water Co. (PV)

Black Mountain Sewer

Far W est W ater & Sewer Co.

Goodman Water Co.
Arizona-American Water Co. (Mohave W&WW)

Gold Canyon Sewer Company
Utility Source

Cordes Lakes Water Company
Arizona -American (SunCity Wastewater)

Arizona-American (Anthem)

65350

66782

66849

67093

67279

67455

67983

67989

68176

68302

68858

69164

69335

69404

69440

69664

70140

70710

70209

70372

I I/ l /2002
2/ I 3/2004
3/ I9/2004
6/30/2004
10/5/2004
1/4/2005

7/ l8/2005
7/18/2005
9/30/2005

l1/14/2005
7/28/2006
12/5/2006
2/20/2007
4/16/2007
5/ I /2007

6/28/2007
1/23/2008
2/ l7/2008
3/20/2008
6/13/2008

68.1%
I00.0%
66.2%
39.9%

l00.0%
100.0%
100.0%
5 I .0%
58.8%
73.4%
36.7%

100.0%
56.0%

100.0%
40.0%

100.0%
100.0%
100.0%
38.5%
39.2%

9.1%
9. 1%
9.2%
9.0%
8.7%
8.1%
8.1%
8.9%
9.3%
9.1%

10.4%
9.6%
9.3%
9.3%

10.7%
9.2%
8.9%

10.0%
10.6%
8.8%

I

2

3

4

5

6

7

8

9

10

11

Arizona-American Water's requested capital structure contains only 45.2 percent equity

which is lower than that of any company in Table 9 other than Arizona-American Water

itself Therefore, Arizona-American Water has a higher level of financial risk and

consequently its cost of equity capital is higher. As Arizona-American Water has less

equity, a smaller traction of its rate base gets an equity return while a larger traction of

the rate base gets a debt return. Henceforth, the weighted average cost of capital or

overall return is not higher than that of other entities. Table 10 below shows the after-tax

weighted-average cost of capital inherent in each decision listed in Table 9 using the cost

of debt from the relevant decision. This figure is calculated in column [7]. Column [8]

reports the corresponding cost of equity at Arizona-American Water's capital structure.
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Table 10: Comparing Recent Commission Decisions at 45.15% Equity

Company Decision
Common

Equity

Allowed Rate

of Return on Long-term

Equity Debt

Debt
Cost

Implied ROE at
Implied AZ-Am Equity

ATWACC %

65350

66782

66849

67093

67279

67455

67983

67989

68176

68302

68858

69164

69335

69404

69440

69664

70140

70710

70209

70372

68. 1%
100.0%
70. I %
39.9%

100.0%
100.0%
100.0%
51.0%
58.8%
73.4%
36.7%

100.0%
56.0%

100.0%
40.0%

100.0%
100.0%
100.0%
38.5%
39.2%

73.6%
85.2%

9. 1%
9.1%
9.2%
9.0%
8.7%
8.1%
8.1%
8.9%
9.3%
9. 1%

10.4%
9.6%
9.3%
9.3%

10.1%
9.2%
a.9%

10.0%
10.6%
8.8%

9.3%
9.1%

3 l .9%
0.0%

29.9%
60. 1%
0.0%
0.0%
0.0%

49.0%
41.2%
26.6%
63.3%
0.0%

44.0%
0.0%

60.0%
0.0%
0.0%
0.0%

61.5%
60.8%

26.4%
14.8%

5.9%
n/a

8.5%
4.8%

n/a
la
la

5.4%
5.1%
8.4%
5.4%

la
5.8%

la
5.7%

la
n/a
n/a

5.5%
5.4%

6.0%
6.5%

7.4%
9. I %
8.0%
5.4%
8.7%
8. I %
8.1%
6.2%
6.8%
8.1%
5.9%
9.6%
6.8%
9.3%
6.4%
9.2%
8.9%

10.0%
6.2%
5.5%

1.7%
8.3%

11.8%
15.6%
13.2%
7.3%

14.7%
13.4%
13.4%
9.1%

10.4%
13.3%
8.6%

16.7%
10.5%
16.0%
9.6%

15.8%
15.2%
17.6%
9.1%
7.6%

l 2.4%
l3.8%

Bella Vista Water Company

Clearwater Utilities

Arizona Water Company [f]

AZ-American Water Co. (Citizens)

Rio Rico Utilities

Las Quintas Serer as Water Co.

Forest Highlands

Pineview Water Co.

Chaparral City Water

Arizona Water Company

AZ-American Water Co. (PV)

Black Mountain Sewer

Far West Water & Sewer Co.

Goodman Water Co.
AZ-American Water Co. (Mohave)

Gold Canyon Sewer Company

Utility Source

Cordes Lakes Water Company

AZ -Ameriean (Sun City Wastewater)

AZ-American (Anthem)

Average

Averse without AZ-Am

Average without AZ~Am and Companies

with 100% Equity 62.9% 9.2% 37.1% 6.5% 7.2% l l .4%
1

2

3

4

5

6

7

8

9

10

11

12

13

As can be seen from Table 10above, on an apples-to-apples comparison, the average

return on equity allowed by the Commission at Arizona-American Water's targeted

capital structure was 12.4 percent for all companies which is very comparable to the

Company's current request. Excluding Arizona-American Water from the average

increases the comparable cost of equity to 13.8 percent and an exclusion of both Arizona-

American Water and companies that are 100 percent equity financed decreases the

comparable cost of equity to 11.4 percent. However, the figures above do not consider

the increase in the cost of debt that utilities face and therefore underestimate today's

ATWACC and hence the implied cost of equity. As the comparable return allowed to

water and wastewater utilities in Arizona in recent years is comparable to that requested

by the Company, prior Commission decisions are consistent with Arizona-American

Water's request in this proceeding.
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Q96.

1

2

3

4

5

6

7

8

9

10

l l

12

13

A96.

BASED ON THE EVIDENCE WHAT IS YOUR CONCLUSION REGARDING

ARIZONA-AMERICAN WATER'S REQUESTED 12.25 PERCENT RETURN ON

EQUITY?

Based on the results from my cost-of-capital estimation procedures, I conclude that 12.25

percent return on equity is very reasonable and a conservative request. It is included in

both the risk positioning and DCF ranges and near the lower end of the water subsample

and gas LDC sample's risk positioning estimates using the baseline scenario which relies

on a lower MRP than what I believe currently prevail. It is also comparable to the overall

returns the Commission has allowed other water and wastewater utilities to earn in the

past. As a result, the empirical analysis of market data and the study of the

Commission's past decisions indicate that the requested return on equity is consistent

with both market data and past Commission decisions.

Q97. DOES THIS CONCLUDE YOUR TESTIMONY?14

15 A97. Yes.
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APPENDIX A

RESUME OF DR. BENTE VILLADSEN

Bente Villadsen's work concentrates in the areas of regulatory finance and accounting. Her
recent work has focused cost of capital, credit issues in the utility industry as well the impact of
regulatory initiatives such as energy efficiency and De-coupling. Other recent work has included
damage estimation, accounting disclosure and principles including impainnent testing, leases,
mark-to-market accounting, accounting for hybrid securities, accounting for equity investments,
cash flow estimation as well as overhead allocation. She has testified on cost of capital,
accounting issues, and damages.

Dr. Villadsen holds a Ph.D. Hom Yale University's School of Management with a concentration
in accounting. She has a joint degree in mathematics and economics (BS and MS) from
University of Aarhus in Denmark. Prior to joining the Brattle Group, she was a Professor of
Accounting at the University of Iowa, University of Michigan, and at Washington University in
St. Louis where she taught financial and cost accounting. Dr. Villadsen also worked as a
consultant for Risoe National Laboratories in Denmark.

REPRESENTATIVE EXPERIENCE

ENERGY AND PUBLIC UTIL1TY FINANCE

Dr. Villadsen has filed several cost of capital testimonies and appeared at hearings for
water and wastewater utilities in connection with rate hearings before state regulatory
commissions. She has also filed testimony on cost of capital for electric utilities.

She has considerable experience in estimating the cost of capital for major U.S. and
Canadian utilities, pipelines, and railroads. The work has been used in connection with
the companies' rate hearings before the Federal Energy Regulatory Commission, the
Canadian National Energy Board, the Surface Transportation Board, and state and
provincial regulatory bodies. The work has been performed for pipelines, integrated
electric utilities, non-integrated electric utilities, gas distribution companies, water
utilities, railroads and other parties.

In connection with rate hearings for electric utilities, Dr. Villadsen has estimated the
impact of power purchase agreements on the company's credit ratings and calculated
appropriate compensation for utilities that sign such agreements to fulfill, for example,
renewable energy requirements.

Dr. Villadsen has been part of a team assessing the impact of conservation initiatives,
energy efficiency, and decoupling of volumes and revenues on electric utilities financial
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performance. Specifically, she has estimated the impact of specific regulatory proposals
on the affected utilities earnings and cash flow.

For a large integrated utility in the U.S., Dr. Villadsen participated in all aspects of the
company's rate filing, including the company's cost of capital, incentive based rates, and
certain regulatory accounting issues.

Dr. Villadsen has been involved in several projects evaluating the impact of credit ratings
on electric utilities. She was part of a team evaluating the impact of accounting fraud on
an energy company's credit rating and assessing the company's credit rating but-for the
accounting fraud.

For a large electric utility, Dr. Villadsen modeled cash flows and analyzed its financing
decisions to detennine the degree to which the company was in financial distress as a
consequence of long-term energy contracts.

For a large electric utility without generation assets, Dr. Villadsen assisted in the
assessment of the risk added Hom offering its customers a price protection plan and being
the provider of last resort (POLR).

ACCOUNTING AND CORPORATE FINANCE

On behalf of a taxpayer, Dr. Villadsen recently testified in federal court on the impact of
discount rates on the economic value of alternative scenarios in a lease transaction.

In an international arbitration matter, she testified on the allocation of corporate overhead
costs and damages in the form of lost profit.

Dr. Villadsen has provided expert reports arid testimony on several accounting issues in
international and domestic arbitrations or court proceedings. In a recent international
arbitration, she testified on the proper application of US GAAP in determining
shareholders' equity. Among other topics, she testified regarding impairment of long-
lived assets, lease accounting, the equity method of accounting, and the measurement of
investing activities.

In a U.S. arbitration, she provided expert reports on the equity method of accounting, the
classification of debt versus equity and the distinction between categories of liabilities in
a contract dispute between two major oil companies.

In U.S. District Court, Dr. Villadsen filed testimony regarding the information required to
determine accounting income losses associated with a breach of contract and cash flow
modeling,
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She has worked extensively on litigation matters involving the proper application of
mark-to-market and derivative accounting in the energy industry. The work relates to the
proper valuation of energy contracts, the application of accounting principles, and
disclosure requirements regarding derivatives.

Dr. Villadsen evaluated the accounting practices of a mortgage lender and the mortgage
industry to assess the information available to the market and ESOP plan administrators
prior to the company's tiling for bankruptcy. A large part of the work consisted of
comparing the company's and the industry's implementation of gain-of-sale accounting.

Dr. Villadsen evaluated the performance of segments of regulated entities.
reviewed and evaluated the methods used foroverheadallocation.

She also

For a large multi-national company, Dr. Villadsen estimated the cost of capital for the
company's segments. As part of the assignment, she evaluated the company's decision
methods and assessed the country-specific investment risk of projects under
consideration.

She has worked on accounting issues in connection with several tax shelter cases. The
focus of her work has been the application of accounting principles to evaluate intra-
company transactions, the accounting treatment of security sales, and the classification of
debt and equity instruments.

Dr. Villadsen has modeled the cash flows of several companies to estimate the impact of
specific (energy) contracts or to determine the impact of specific loans.

She assisted in the estimation of net worth of individual segments for firms in the
consumer product industry. Further, she built a model to analyze the segment's
vulnerability to additional fixed costs and its risk of bankruptcy.

For a large integrated oil company, Dr. Villadsen estimated the company's cost of capital
and assisted in the analysis of the company's accounting and market performance.

In connection with commercial litigation, Dr. Villadsen estimated the cost of capital for
companies in the chemical industry and for companies in the cement industry.

RECENT PUBLICATIONS

"Understanding Debt Imputation Issues," (with Michael J. Vilbert and Joe Wharton and The
Brattle Group listed as an author),Edison Electric Institute,June 2008.

"Building Sustainable Efficiency Businesses: Volume I - Approaches and Models," (with Joe
Wharton and Peter Fox-Penner, and with "The Brattle Group" listed as author), Edison Electric
Institute, forthcoming, Spring 2008.
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Measuring Return on Equity Correctly: Why current estimation models set allowed ROE too
low," Public Utilities Fortnightly, August 2005 (with A. Lawrence Kolbe and Michael J
Vilbert)

The Effect of Debt on the Cost of Equity in a Regulatory Setting," (with A. Lawrence Kolbe
and Michael J. Vilbert, and with "T71e Brattle Group" listed as author), Edison Electric Institute
April 2005

Communication and Delegation in Collusive Agencies,"Journal of Accounting and Economics
Vol. 19. 1995

Beta Distributed Market Shares in a Spatial Model with an Application to the Market for Audit
Services" (with M. Hviid), Review oflndustrial Organization, Vol. 10, 1995

REPRESENTATIVE PRESENTATIONS

Subprime Mortgage-Related Litigation: What to Look for and Where to Look,"Law Seminars
International: Damages in Securities Litigation,Boston, May 2008

Evaluating Alternative Business / Inventive Models," (with Joe Wharton). EEl Workshop
Making a Business of Energy Efficiency: Sustainable Business Models for Utilities, Washington
DC. December 2007

Deferred Income Taxes and IRS's NOPR: Who should benefit?", NASUCA Annual Meeting
Anaheim. CA. November 2007

Current Issues in Cost of Capital," (with MJ. Vilbert). EEl Electric Rates Advanced Course
Madison. 2005

Issues for Cost of Capital Estimation," (with MJ. Vilbert). EEl Cost of Capital Conference
Chicago, 2004

Discussion of 'Are Performance Measures Other Than Price Important to CEO Incentives?"'
Annual Meeting of the American Accounting Association,2000

Contracting and Income Smoothing in an Infinite Agency Model: A Computational Approach
(with R.T. Boylan)Business and Management Assurance Services Con Terence.Austin 2000

TESTIMONY

Rebuttal Expert Report, Deposition, and Oral Testimony re. the impact of alterative discount
rate assumptions in tax litigation. United States Court of Federal Claims, Case No. 06-628 T
January, February, April 2009. (Confidential)

Direct Testimony, Rebuttal Testimony and Hearing Appearance on cost of capital before the
New Mexico Public Regulation Commission on behalf of New Mexico-American Water in
Docket No. 08-00134-UT, June 2008 and January 2009
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Direct Testimony, Rebuttal Testimony, Rejoinder Testimony and Hearing Appearance on cost of
capital before the Arizona Corporation Commission on behalf of Arizona-American Water in
Docket No. W-01303A-08-0227, April 2008, February 2009, March 2009.

Direct Testimony on cost of capital and carrying charge on damages, U.S. Department of
Energy, Bonneville Power Administration, BPA Docket No. WP-07, March 2008.

Expert Report, Supplemental Expert Report, and Hearing Appearance on the allocation of
corporate overhead and damages from lost profit. The International Centre for the Settlement of
Investment Disputes, Case No. ARB/03/29, February, April, and June 2008 (Confidential).

Expert Report on accounting information needed to assess income. United States District Court
for the District of Maryland (Baltimore Division), Civil No. 1:06cv02046-JFM, June 2007
(Confidential)

Expert Report, Rebuttal Expert Report, and Hearing Appearance regarding investing activities,
impairment of assets, leases, shareholder' equity under U.S. GAAP and valuation. International
Chamber of Commerce (ICC), Case No. 14144/CCO, May 2007, August 2007, September 2007.
(Joint with Carlos Lapuerta, Confidential)

Direct Testimony, Rebuttal Testimony, and Hearing Appearance on cost of capital before the
Arizona Corporation Commission on behalf of Arizona-American Water in Docket No. W-
01303A-06-0491, July 2006, July 2007.

Direct Testimony, Rebuttal Testimony, Rejoinder Testimony, Supplemental Rejoinder
Testimony and Hearing Appearance on cost of capital before the Arizona Corporation
Commission on behalf of Arizona-American Water in Docket No. W-01303A-06-0403, June
2006, April 2007, May 2007.

Direct Testimony, Rebuttal Testimony, Rejoinder Testimony, and Hearing Appearance on cost
of capital before the Arizona Corporation Commission on behalf of Arizona-American Water in
Docket No. W-01303A-06-0014, January 2006, October 2006, November 2006.

Expert report, rebuttal expert report, and deposition on behalf of a major oil company regarding
the equity method of accounting and classif ication of  debt and equity, August 2004 and
November 2004. (Confidential).
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APPENDIX B

SELECTING THE WATER AND GAS LDC SAMPLES AND
THE USE OF MARKET VALUES

1. SAMPLE SELECTION AND THE CHARACTERISTICS OF EACH SAMPLE..

A. THE WATER SAMPLE ..

B . THE GAS LOCAL DISTRIBUTION COMPANIES SAMPLE ..
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11. MARKET VALUE CAPITAL STRUCTURE, COSTS OF DEBT & COSTS OF
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SAMPLE SELECTION AND THE CHARACTERISTICS OF EACH SAMPLE

A. The Water Sample

3

4

How didyou select your sample of water utilities"

The goal was to create a sample of companies whose primary business is as a regulated

water utility with business risk generally similar to that of Arizona-American Water. To

construct this sample, I started with the universe of water utility companies listed by

Value Line Investment Survey - Plus Edition. I then eliminated Sun Hydraulics because,

although listed as a water utility, its operations consist mainly of producing industrial

equipment' I also eliminated American Water Works as it only started trading in 2008

and therefore insufficientdataavailable for Value Line to estimate its beta or otherkey

figures

Usually, I apply several additional selection criteria to eliminate companies with unique

circumstances that may affect the cost of capital estimates. For example, I normally

eliminate companies with annual revenues lower than $300 million in 2008 moor low

bond ratings, lack of growth estimates or Bloomberg data, and all companies with

announced dividend cuts or that were involved in significant merger activity over the last

five years (2004 to today). However, applying these procedures to the nine water utilities

followed by Value Line would eliminate several companies from a sample that is already

limited. I therefore try to balance stringent selection criteria against the need to have a

reasonable sample size. This results in the use of all nine companies to form a full

sample, as well as the use of eight companies to form a subsample. The nine regulated

companies that form the full sample of water utilities are American States Water Co.,

Aqua America Inc., California Water Service Group, Connecticut Water Service Inc.,

According to the company's webpage (www.sunhydraulics.com), it develops and manufactures valves and
manifolds. Bloomberg lists it as part of its "metal fabricate/hardware" industry group.

See Value Line Investment Survey, American Water, April 24, 2009.

Table No. BV-2 and its associated workpapers report the share of operating revenues from different lines of
business in 2007 for these companies. (TableNo. BV-1 provides an index to the other tables.)
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1

2

3

4

5

Middlesex Water Co., Pennichuck Corp., SJW Corp., Southwest Water Co., and York

Water Co. I eliminate Southwest Water from the subsample because the company

recently cut dividend and as of May 25, 2009 had yet to file its 2008 10-K with the

Securities and Exchange Commission ("SEC"). Therefore, its use may bias the cost of

capital estimation.4

Qz. Why do you usually eliminate companies currently involved in a merger from your6

7

8

9

10

11

12

13

A2.

samples?

The stock prices of companies involved in mergers are often more affected by news

relating to the merger than by movements in the stock market. In other words, the stock

price "decouples" Hom its nonna relationship to the stock market (the economy) which

is the basis upon which a company's relative risk is calculated. Instead the stock price of

a merger candidate is more affected by the latest speculation on the terms and probability

of the merger.

QS.14

15

16

17

18

19

20

21

22

23

24

25

26

AS.

What are some of the water sample's data problems?

First, of the nine water utilities with sufficient data for analysis that Value Line follows,

four companies (Connecticut Water, Middlesex Water,Pennichuck, and York Water)

have 2008 revenues below $100 million. The stocks of small companies frequently

exhibit "thin trading" which means that their stock trades infrequently. Indeed, during

the period January 2007 through June 3, 2009, two companies (Pennichuck Corp., and

York Water Co.) traded an average of less than 20,000 shares per trading day with York

Water trading less than 0. l5 percent of its shares outstanding. By contrast, each of the

gas LDC sample companies had an average trading volume of at least 160,000 shares per

day, which in percentage terms represented more than 0.55 percent of shares outstanding

for each company. Greater trading volume gives the expert more confidence in estimates

relying on market data since there is less likelihood of a delay between the release of

important information and the time that this information is reflected in prices.

4 For example, Southwest Water has a negative growth rate which could not be sustained forever and which
would lead to a negative cost of capital. At the same time, Value Line estimates a beta above one for
Southwest Water indicating a higher than average cost of capital.
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1

2

3

4

5

Second, six companies lack long-tenn earnings forecasts from Value Line, and three

companies lacks a BEst growth rate forecasts. In addition, the existing growth rates

estimates are highly variable, ranging from a low of -6.0 percent to a high of 15 percent.

Such highly variable growth rates are not indicative of an industry that is stable and cast

doubt on the applicability of the DCF model to this industry at this time.

6

7

8

9

10

11

Third, individual companies in the sample have unique characteristics. For example, the

"aggressive acquisition strategy" of Aqua American has impacted the market perception

and hence risk measures of the company. Similarly, Southwest Water's recent dividend

cut and the fact that its 2008 financial report has yet to be issued due to mistakes iii prior

years' depreciation rates likely has impacted its stock price, growth rate, and systematic

r*isk.6

12

13

14

15

16

17

These factors may all potentially affect the cost of equity estimates in ways not

completely predictable. This is especially true for the DCF estimates which rely

exclusively on current data, so that recent events impact the measurement 100 percent.

Because of the data problems and the lack of a large number of publicly traded water

utilities, I include all publicly traded companies with sufficient data in the full sample but

also create a subsample without Southwest Water.

18 B. The Gas Local Distribution Companies Sample

Q4. How do you select your gas local distribution company sample?19

20

21

22

23

24

A4. To select this sample, I started with the universe of publicly traded natural gas utilities

coveredby Value Line Investment Survey - Plus Edition This resulted in an initial

group of 18 companies that are followed by Value Line. I then eliminated companies by

applying additional selection criteria designed to eliminate companies with unique

circumstances which may bias the cost of capital estimates.

5

6

7

Value Line Investment Survey, WaterUtility Industry, April 24, 2009.

Value Line Investment Survey, Southwest Water Co., April 24, 2009.

Value Line InVestment Survey,Plus Edition, March 13, 2009.
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Qs. What are the selection criteria you applied?1

2

3

4

5

6

7

8

9

10

11

A5. I eliminated all companies whose regulated assets are not greater than 50 percent of their

total assets as reported in each company's 2008 10-K form, because one goal for this

sample was for the companies to be primarily engaged in regulated activities. I also

eliminated companies whose bond rating was less than BBB- as rated by S&P, and

companies that had a large merger during the period May 2004 to May 2009.8 Merger

activity is obtained lion Bloomberg, which provides a history of past acquisitions and

divestitures for each company, and also the size of each transaction, if such information is

avai1able.9 To guard against measurement bias caused by "thin trading,"1°  I also

restricted the sample to companies with total operating revenues greater than $300

million M 2008.

12

13

14

Finally, I required that the companies have historical data available Hom Bloomberg and

that they had no dividend cuts or restatement of financial statements in the past five years,

since this can be signs of financial distress.

15

16

17

18

The final sample consists of eleven gas LDC companies: AGL Resources Inc., Ammos

Energy Corp., Laclede Group Inc., New Jersey Resources, Nicor Inc., NiSource Inc.,

Northwest Natural Gas Co., Piedmont Natural Gas Co., South Jersey Industries Inc.,

Southwest Gas Corp., and WGL Holdings Inc."

QS. What companies did you eliminate before arriving at the final sample?19

20

21

A6. First, I eliminated three companies for a combination of having no or a non-investment

grade bond rating and revenues below $300 million (Chesapeake Utilities Corp., Energy

8 One company included in the sample (At nos Energy Corp.) did undertake an acquisition in 2004. The
merger was announced in June 2004 and completed October 1, 2004, so the announcement date is very
close to the cut-off data. I therefore decided to keep the company in the sample. See, Kansas City Business
Journal, "At nos, TXU Gas will merge," June 17, 2004 and Dallas Business Journal, "At nos, TXU close
on gas transaction," October l, 2004.

9 For purposes of sample selection, a sizeable merger is defined to be one which would exceed 30 percent of
the total capitalization of the company at the time of the merger announcement.

10

l l

As noted above, all the gas LDC companies that I include have traded in excess of 160,000 shares per day
on averagesince 2007.

NiSource is a relative new addition to Value Line Investment Survey.
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1

2

3

4

West Inc., and RGC Resources Inc.), one company for not having a bond rating (UGI

Corp.), and three companies were eliminated due to the lack of a bond rating or a below

investment bond rating and for being primarily involved in the sale of propane or heating

oil (Americas Partners LP, Ferrellgas Partners LP, and Star Gas Partners LP).

QS.5

6

7

8

9

10

11

12

13

14

15

16

A7.

Please compare the characteristics of the water utility sample and the gas LDC

sample.

Both samples consist of companies with substantial capital investments in distribution

facilities. Also, companies in both samples earn a large percentage of their revenue from

regulated activities and serve a mix of residential, industrial, and other customers. The

water subsample excludes Southwest Water which recently cut dividends and as of May

25, 2009 had yet to file its 2009 form 10-K. All nine companies in the water sample had

at least 80 percent regulated assets. Among the gas LDC companies, only one company

in the gas LDC sample had less than 2/3 of its assets devoted to regulated activities and

the average percentage was about 85 percent. (See TablesNo. BV-2 and Table No. BV-

14).12 All companies in the water utility sample and the gas LDC sample are regulated

by one or more states.

Qs. What do you conclude from the comparison of the water utility and the gas LDC17

18

19

20

21

22

23

24

AB.

samples?

Water and wastewater utilities like gas LDC companies are state regulated entities that

invest in pipes, mains, and storage facilities. In addition, both industries face substantial

infrastructure investments going forward, so aspects of their operations are very similar.

However, gas LDC companies only rarely develop their commodity (gas), water utilities

usually do. Looldng at stock market perceptions, gas LDCs have seen their beta measure

decline in recent months while water utilities generally have experienced little movement

12 Water utilities often do not report the percentage of assets subject to regulatory activities, while gas LDCs
do. Both measures are likely to be good indicators of the relative magnitude of regulated activities, which
is relevant to gauge the risk of the entities. Therefore, TableNo. BV-2 and its associated workpapers report
the share of operating revenues from different lines of business in 2007 for water utilities while Table No.
BV-13 reports the share of regulated assets for gas LDC companies. (Table No. BV-1 provides an index to
the other tables.)



L q

Direct Testimony
of Berte Villadsen

ACC Docket No. W-01303A-09-
Page B-7 of B-9

1

2

3

in their beta measure. Therefore, it appears that capital markets' viewed the two utility

industries a bit differently during the financial crisis. I continue to believe that gas LDC

companies constitute a good check on the estimates provided by the water utility sample.

4

5

11. MARKET VALUE CAPITAL STRUCTURE, CosTs OF DEBT & cosTs 0F PREFERRED

EQUITY

QS. What capital structure information do you require?6

7

8

9

1 0

11

A9. For reasons discussed in my written evidence and explained 'm detail in Appendix E,

explicit evaluation of the market-value capital structures of the sample companies versus

the capital structure used for rate making is vital for a correct interpretation of the market

evidence. This requires estimates of the market values of common and preferred equity

and debt, and the current market costs of preferred equity and debt.

12

13

14

15

16

Q10. How do you calculate the market-value capital structures of the sample companies?

AIO. I estimate the capital structure for each company by estimating the market values of

common equity, preferred equity and debt from publicly available data. The calculations

are in Panels A to I of Table No. BV-3 and Panels A to K of Table No. BV-15 for the

water and gas LDC sample, respectively.

1 7

1 8

1 9

2 0

21

2 2

The market value of equity is straightforward: the price per share times the number of

shares outstanding. The market value of preferred equity is set equal to its book value

because the portion of the capital structure financed with preferred equity is generally

small. The market value of debt is estimated at the book value of debt reported by

Bloomberg plus or minus the difference in the estimated fair (market) value and book

value of long-term debt as reported in the companies' 10-Ks or annual reports.l3

13 See Panels A through I in Table No. BV-3 and Panels A through K in Table BV-15 for details. The
adjustment relies on the difference between the companies' self-reported fair value of long-term debt and
the carrying value of the same line items. This information was obtained from the sample companies'
annual reports.
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1

2

3

4

5

6

7

8

For purposes of assessing financial risk to common shareholders, I add an adjustment for

short-term debt to the debt portion of the capital structure. This adjustment is used only

for those companies whose short-term (current) liabilities exceed their short-term

(current) assets. I add an amount equal to the minimum of the difference between short-

term liabilities and short-term assets or the amount of short-terrn debt. The reason for

this adjustment is to recognize that when current liabilities exceed current assets, a

portion of the company's long-tenn assets are being financed, in effect, by short-term

debt.

9

10

11

12

13

14

15

16

17

18

19

The market value capital structure is calculated to be consistent with the time period over

which the cost of capital is estimated for each sample. The capital structure is determined

over the historical period over which the relevant risk positioning parameters were

determined and as of the date analysts provide forward looking growth forecasts.

Therefore, Tables No. BV-3 and BV-15 report the market value capital structure at year

end for the years ending 2004 - 2008. The output of each of these tables is the market

equity-to-value, debt-to-value, and preferred equity-to-value ratios. The overall cost of

capital calculation for the risk positioning estimates rely on the average of the market

value capital structure computed for the years 2004 through 2008, as shown in Tables No.

BV-4 and BV-16, respectively. The results in columns [1]-[3] are used in the DCF model

calculations, while columns [4]-[6] are for the risk positioning models.

20

21

22

23

24

25

26

27

Q11. How do you estimate the current market cost of preferred equity?

A11. For companies with preferred equity, the cost of preferred equity for each company was

set equal to the yield on an index of preferred stock as reported in the Merge ft Bond

Record corresponding to the S&P rating of that company's debt. The yields from

Margent Bond Record were as of April 2009. In general, the average amount of preferred

equity in the sample companies' capital structures is very small and zero for most

companies. No company in either sample has more than one percent preferred equity

(see Tables BV-4 and BV-16).
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Q12. How do you estimate the current market cost of debt?

All. The market cost of debt for each company in the DCF analysis is the current yield

reported by Bloomberg for a public utility company bond corresponding to the sample

company's current debt rating as classified by S&P. The risk positioning analysis, on the

other hand, uses the current yield of a utility bond that corresponds to the five-year

average debt rating of each company so as to match consistently the horizon of

informationused by Value Line to estimate company betas. The current S&P debt ratings

were obtained from B1oomberg.14

9

10

11

12

13

The yield on Moody's A-rated Utility bonds was 6.49 percentas of May 15, 2009, and

7.80 percent on Moody's BBB-rated Utility bonds. (See Panel A of Workpaper #2 to

Table No. Bv-ll for the yields on utility bonds and preferred stock by credit rating.)

Based on information from the Company, the corporate tax rate was set at 38.45 percent.

Calculation of the after-tax cost of debt uses the marginal tax rate 38.45 percent.

14 Debt ratings were not available for Pennichuck Corp., SJW Corp, and Southwest Water Co.'s. I assumed a
rating in the A category (A+, A, or A-), which is the same as that of all other water utilities in the sample.
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APPENDIX C

RISK POSITIONING METHODOLOGY AND
EMPIRICAL RESULTS
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Q1. What is the purpose of this appendix?1

2

3

4

5

6

7

A1. This appendix reviews the principles behind the risk positioning methodologies,

describes the estimation of the parameters used in the models, and details the cost of

capital estimates obtained from these methodologies. This appendix intentionally repeats

portions of my direct testimony, because I want the reader to be able to have a full

discussion of the issues addressed here, rather than having to continually tum back to the

corresponding section of the testimony.

8 1. EQUITY RISK PREMIUM METHODOLOGY

QS. How is this section of the appendix organized?9

10

11

12

A2. It first reviews the basic nature of the equity risk premium approach. It then discusses the

individual components of the model: the risk premium, the relative risk of the company

or line of business in question, the appropriate interest rate, and the combination of these

elements in a particular equity risk premium model.

A. THE BAs1c EQUITY R1sK PREMIUM MODEL

15

16

17

How does the equity risk premium model work?

The equity risk premium approach estimates the cost of equity as the sum of a current

interest rate and a risk premium. (It therefore is sometimes also known as the "risk

premium" or the "risk positioning" approach.)

19 This approach may sometimes be applied informally. For example, an analyst or a

commission may check the spread between interest rates and what is believed to be a

reasonable estimate of the cost of capital at one time, and then apply that spread to

changed interest rates to get a new estimate of the cost of capital at another time.

Qs.

AS »

More formal applications of the equity risk premium method implement theoretical

financemodels of cost of capital. They use information on all securities to identify the

security market line (Figure 1 in the body of the testimony) and derive the cost of capital
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for the individual security based on that security's relative risk. This equity risk premium

approach is widely used and underlies most of the current scholarly research on the

nature, determinants and magnitude of the cost of capital.

4

5

How are "more formal applications" put into practice?

The essential benchmarks that determine the security market line are the risk-free interest

rate and the premium that a security of average risk commands over the risk-free rate.

This premium is commonly referred to as the "market risk premium" ("MRP"), i.e., the

excess of the expected return on the average common stock over the risk-tree interest rate.

In the equity risk premiumapproach the risk-free interest rate and MRP are common to

all securities. A security-specific measure of relative risk (beta) is estimated separately

and combined with the MRP to obtain the company-specific risk premium.

In principle, there may be more than one factor affecting the expected stock return, each

with its own security-specific measure of relative risk and its own benchmark risk

premium. For example, the "arbitrage pricing theory" and other "multi-factor" models

have been proposed in the academic literature. These models estimate the cost of capital

as the sum of a risk-free rate and several security-specific risk premier. However, none of

these alternative models has emerged in practice as "the" improvement to use instead of

the original, single-factor model. I use the traditional single-factor model in this

testimony

Accordingly, the required elements in my formal equity risk premium approach are the

market risk premium, an objective measure of relative risk, the risk-free rate that

corresponds to the measure of the market risk premium, and a specific method to

combine these elements into an estimate of the cost of capital.

MARKET R1sK PREMIUM

25

26

Why is a risk premium necessary?

Experience (e.g., the ongoing financial crisis and the U.S. market's October Crash of

1987) demonstrates that shareholders, even well diversified shareholders, are exposed to
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enormous risks. By investing in stocks instead of risk-free Government bills, investors

subject themselves not only to the risk of earning a return well below what they expected

in any year but also to the risk that they might lose much of their initial capital. This is

why investors demand a risk premium

Because short-term risk-free rates currently are influenced substantially by monetary

policy, I estimate only a long-term version of the Capital Asset Pricing Model ("CAPM")

for this proceeding. This version of the CAPM measures the market risk premium as the

risk premium of average risk common stocks over the long-term risk-free rate. The use

of the long-term version of theCAPM is consistent with the Commission Staffs past

practice

QS.11

12

13

14

A6.

Please discuss some of the issues involved in selecting the appropriate MRP

To determine the cost of capital in a regulatory proceeding, the MRP should be used with

an estimate of the same interest rate used to calculate the MRP (i.e., the short-term

Treasury bill rate or the long-term Government rate). For example, it would be

inconsistent to uslize a short-term risk-free with an estimate of the MRP derived from

comparisons to long-term interest rates. In addition, the appropriate measure of the MRP

should be based upon the arithmetic mean not the geometric mean return.' The

arithmetic mean is the simple average while the geometric mean is the compound rate of

return between two periods

QS. How do you estimate the MRP?20

21

22

A7. There is presently little consensus on "best practice" for estimating the MRP, which does

not mean that each approach is equally valid. For example, the leading graduate textbook

in corporate finance, after recommending use of the arithmetic average realized excess

return on the market for many years (which for a while was noticeably over 9 percent)

now reviews the current state of the research and expresses the view that the a range

See, for example, Direct Testimony of Pedro M. Chaves in Docket No. WS-01303A-06-0491, Schedule

See, for example, Morningstar, Ibbotson IBBS Valuation Yearbook 2009, p. 59
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5

6

7

between 5 to 8 percent is reasonable for the U.s.3 At the same time, Dimson, Marsh, and

Staunton (2008) estimate that the average arithmetic risk premium of stocksover bonds

in the U.S. was 6.5% for the period 1900 to 2007.4 In a recent proceeding the Surface

Transportation Board ("STB") decided to switch from a DCF model to the CAPM model

when estimating the cost of equity for U.S. railroads. The STB further decided to rely on

the arithmetic risk premium of stocks over long-tenn bonds as reported in Morningstar /

Ibbotson (at the time 7.1 percent).5

8

9

10

11

12

13

My testimony considers both the historical evidence and the results of scholarly studies

of the factors that affect the risk premium for average-risk stocks in order to estimate the

benchmark risk premium investors currently expect. I consider the historical difference

in returns between the Standard and Poor's 500 Index ("S&P 500") and the risk-free rate,

recent academic literature on the MRP and the results of recent surveys to estimate the

market risk premium.

QB.14

15

16

17

18

19

AB.

Please summarize the recent literature on the MRP and the conclusions you draw

from it.

Some recent research based upon U.S. data challenges the conventional wisdom of using

the arithmetic average historical excess returns to estimate the MRP. However, after

reviewing the issues in the debate, I remain skeptical for several reasons that the market

risk premium has declined in the U.S. as much as is claimed in some of the literature.

20

21

22

First, despite eye-catching claims like "equity risk premium as low as three percent,"6

and "the death of the risk premium,"7 not all recent research arrives at the same

conclusion. In his presidential address to the American Finance Association in 2001,

5
J

4

5

6

7

Richard A. Brealey, Stewart C. Myers, and Franklin Allen, Principles of Corporate F inance, M c G r a w - H i l l ,
9th edition, 2008, pp. 173-180.

Dimson,  Marsh and Staunton, Global Investment Returns Yearbook 2008, p. 48.

STB Ex Parte No. 664, Issued January 17, 2008, pp. 8-9.

Claus, J. and J. Thomas, (2001), "Equity Risk Premium as Low as Three Percent: Evidence from Analysts'
Eamings Forecasts for Domestic and International Stocks," Journal of Finance 56: 1629-1666.

Arnott, R. and R. Ryan, (2001), "The Death of the Risk Premium," Journal of  Por t fo l io  Management
27(3) :6 l -84 .
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14

15

16

Professor Constantinides seeks to estimate the unconditional equity premium based on

average historical stock returns.8 (Note that this address was based upon evidence just

before the major fall in market value.) He adjusts the average returns downward by the

change in price-earnings ratio because he assumes no change in valuations in an

unconditional state. His estimates for 1926 to 2000 and 195 i to 2000 are 8.0 percent and

6.0 percent, respectively, over the 3-month T-biil rate. In another published study in

2001 , Professors Harris and Marston use the DCF method to estimate the market risk

premium for theU.S. stocks.9 Using analysts' forecasts to proxy for investors'

expectation, they conclude that over the period 1982-1998 the MRP over the long-term

risk-free rate is 7.14 percent. As yet another example, the paper by Drs. Ibbotson and

Chen (2003) adopts a supply side approach to estimate the forward looking long-term

sustainable equity returns and equity risk premium based upon economic fundamentals.

Their equity risk premium over the long-term risk-free rate is estimated to be 3.97

percent in geometric terms and 5.90 percent on an arithmetic basis. They conclude their

paper by stating that their estimate of the equity risk premium is "far closer to the

historical premium than being zero or negative."l0

17

18

19

20

21

22

Second, Professor Iva Welch surveyed a large group of financial economists in 1998 and

1999. The average of the estimated MRP was 7.1 percent in Prof Welch's first survey

and 6.7 percent in his second survey which was based on a smaller number of individuals.

A subsequent survey" by Prof Welch reported only a 5.5 percent MRP.12 In

characterizing these results Prof Welch notes that "[T]he equity premium consensus

forecast of finance and economics professors seems to have dropped during the last 2 to 3

8

9

Constantinides, G.M. (2002), "Rational Asset Prices," Journal of Finance 57: 1567-1591.

Robert S. Harris and Felicia C. Marston, "The Market Risk Premium: Expectational Estimates Using
Analysts' Forecasts," Journal of Applied Finance ll (I) 6-16, 2001 .

Io Ibbotson, R. and P. Chen (2003), "Stock Market Returns in the Long Run: Participating in the Real
Economy," Financial Analyst./ournal, 59(l):88-98. Cited figures are on p. 97.

11 Iva Welch (2000), "Views of Financial Economists on the Equity Premium and on Professional
Controversies,"Journal of Business, 73(4):50l-537. The cited figures are in Table 2, p, 514.

12 Iva Welch (2001), "The Equity Premium Consensus Forecast Revisited," School of Management at Yale
University working paper, The cited figure is in Table 2.
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years, a period with low realized equity premia."13

conducted in December 2007, Prob Welch finds that the average estimate has increased

to about 5.7 percent.

However, in the most recent survey,l4

The above quotation from Prof. Welch emphasizes the caution that must attend survey

data even from knowledgeable survey participants: the outcome is likely to change

quickly with changing market circumstances.

Third, some of the evidence for negative or close to zero market risk premium simply

does not make sense. Despite the relatively high valuation levels, stock returns remain

much more volatile than Treasury bond returns. I am not aware of any empirical or

theoretical evidence showing that investors would rationally hold equities and not expect

to earn a positive risk premium for bearing their higher risk.

Fourth, I am unaware of a convincing theory for why the future MRP should have

substantially declined. At the height of the stock market bubble in the U.S., many

claimed that the only way to justify the high stock prices would be if the MRP had

declined dramatically,'5 but this argument was heard less frequently after the market

declined substantially from its tech bubble high. All else equal, a high valuation ratio

such as price-earnings ratio implies a low required rate of return, hence a low MRP.

However, there is considerable debate about whether the high level of stock prices

(despite the burst of the internet bubble from its high in the summer of 2000) represents

the transition to a new economy or is simply an "irrational exuberance," which cannot be

sustained for the long term. If the former case is true, then the MRP may have decreased

permanently. Conversely, the long-run MRP may remain the same even if expected

market returns in the short-term are smaller.

See Iva Welch (2008), "The Consensus Estimate for the Equity Premium by Academic Financial
Economists in December 2007," School of Management at Yale University working paper. The cited

See Robert D. Amott and Peter L. Bernstein, "What RiskPremium is 'Normal'?,"Financial Analysts
Journal58:64-85, for an example.
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Another common argument for a lower expected MRP is that the U.S. experienced very

remarkable growth in the 20th century that was not anticipated at the start of the century

As a result, the average realized excess return is overestimated meaning the standard

method of estimating the MRP would be biased upward. However, one recent study by

Professors Jorion and Goetzmann finds, under some simplifying assumptions, that the so

called "survivorship bias" is only 29 basis points.'°  Furthermore, "[I]finvestors have

overestimated the equity premium over the second half of the last century, Constantinides

(2002) argues that 'we now have a bigger puzzle on our hands' Why have investors

systematically biased their estimates over such a long horizon'7"l7

To sum up the above, I cite two passages from Profs. Mehra and Prescott's review of the

theoretical literature on equity premium puzzle

Even if the conditional equity premium given current market conditions is
small, and there appears to be general consensus that it is, this in itself
does not imply that it was obvious either that the historical premium was
too high or that the equity premium has diminished

In the absence of this [knowledge of the future], and based on what we
currently know, we can make the following claim: over the long horizon
the equity premium is likely to be similar to what it has been in the past
and the returns to investment in equity will continue to substantially
dominate that in T-bills for investors with a long planning horizon

22

23

24

Is there other scholarly support for the conclusion?

Yes. Another line of research was pursued by StevenN. Kaplan and Richard S. Ruback

They estimate the market risk premium in their article, "The Valuation of Cash Flow

Jordon, P., and W. Goetzmann (1999), "Global Stock Markets in the Twentieth Century," Journal of
Finance 54:953-980. Dimson, Marsh, and Staunton (2003) make a similar point when they comment on
the equity risk premier for 16 countries based on returns between 1900 and 2001: "While the United States
and the United Kingdom have indeed performed well, compared to other markets there is no indication that
they are hugely out of line." p.4

Mehra, R., and E.C. Prescott (2003), "The Equity Premium in Retrospect," inHandbook of the Economies
>fFinance,Edited by G.M. Constantinides,M . Harris and R. Stulz, Elsevier B.V, p. 926

Ibid, p- 926
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Forecasts: An Empirical Analysis."" Professors Kaplan and Ruback compare published

cash flow forecasts for management buyouts and leveraged recapitalization over the 1983

to 1989 period against the actual market values that resulted from these transactions. One

of their results is an estimate of the market risk premium over the long-tenn Treasury

bond yield that is based on careful analysis of actual major investment decisions, not

realized market returns. Their median estimate is 7.78 percent and their mean estimate is

7.97 percent." This is considerably higher than my estimate of 6.5 percent. Even if the

maturity premium of Treasury bonds over Treasury bills were only I percent, well below

the best estimate of 1.5 percent the resulting estimate of the market risk premium over

Treasury bills is higher than my estimate of 8.0 percent

Q10. In addition to the scholarly articles and survey evidence you discussed in Section I

of your Direct Testimony, what other evidence do you consider to estimate the

14

15

16

Al0. I also consider the long-run realized equity premier reported in Morningstar's Ibbotson

SBBI Valuation Yearbook 2009. The data provided cover the period 1926 through 2008

The results are discussed below

Q11.17

18

19

20

A11.

What is the "long-run realized risk premium" in the U.S.?

From 1926 to 2008, the full period reported, Morningstar's data show that the average

premium of stocks over Treasury bills is 7.9 percent. I also examine the "post~War

period. The risk premium for 1947-2007 is 7.6 percent." (I exclude 1946 because its

economic statistics are heavily influenced by the War years, e.g., the end of price controls

yielded an inflation rate of 18 percent. It is not really a "post-War" year, from an

economic viewpoint.) These averages usually change slightly when another year of data

is added to the Ibbotson series, but the effect of adding 2008 was far from trivial due to

the ongoing financial turmoil. The average premium of stocks over the income returns

on long-term Government bonds is 6.5 percent for the 1926 to 2008 period

Journal of Finance, 50, September 1995, pp. 1059-1093

Ibid, p. 1082
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Prior to the economic crisis that started in the second half of 2008, there had been a great

deal of academic research on the MRP. This research put practitioners in a dilemma:

there was nothing close to a consensus about how the MRP should be estimated, but a

general agreement in the academic community seemed to be emerging that the old

approach of using the average realized return over long periods gave too high an answer.

Realized returns were negative in 2008 and caused the observed long-term risk premium

to fall, but it is highly likely that the MRP currently exceeds the average of realized

returns because of increased risk aversion among investors.

9

10

11

12

13

14

15

Q12. Do you have any additional comments on your choice of the MRP?

A l l . Yes. All of the debate discussed above has taken place before the current financial

turmoil, ensuing economic downturn, and highly uncertain timing of recovery. As

discussed at length in my direct testimony, the recent events in the financial markets have

likely increased investors risk aversion. Therefore, there are strong reasons to expect that

the current level of the MRP may in fact be significantly higher than what has been

reported traditionally and higher than the base level MRP that I use in my testimony.

Q13.16

17

18

19

20

21

AIR.

Have any of the prior academic studies shed any light on why the 1V[RP would be

higher under current circumstances?

Yes. First and foremost, the standard consumption-based asset pricing theory suggests

that, all else equal, higher risk aversion implies higher MRR22 To the extent that there

has been an adverse shock to risk aversion of investors, the MRP is likely to have

increased.

22

23

24

25

26

Second, the academic literature contains studies of the impact of recessions on investors'

attitude towards risk. These studies find that the risk aversion and hence the risk

premium required to hold equity rather than debt increases in economic downturns.

Several articles suggest that the market risk premium is higher during times of recession.

Constantinides (2008) studies a classical utility model where consumers are risk averse

21 Morningstar, Ibbotson SBB1 Valuation Yearbook 2009, Appendix A, Table A-3.

22 See, for example, Mehta and Prescott (1985).
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and also summarizes some of the empirical literature. Constantinides draws from

empirical evidence that shows that consumers become risk averse in times of economic

recession or downturn, and equity investments accentuate this risk.23 (Increased risk

aversion leads to a higher expected return for investors before they will invest.)

Specifically, equities are pro-cyclical and decline in value when the probability of job

loss increases, thus, they fail to hedge against income shocks that are more likely to occur

during recessions.24 Consequently, investors require an added risk premium to hold

equities during economic downturns:

9
10
l l
12
13
14

In economic recessions, investors are exposed to the double hazard of
stock market losses and job loss. Investment in equities not only fails to
hedge the risk of job loss but also accentuates its implications. Investors
require a deity equity premium in order to be induced to hold equities.
This is the argument that I formalize below and address the predictability
of asset returns and their unconditional moments."

15 And

16
17
18
19

The first implication of the theory is an explanation of the counter-cyclical
behavior of the equity risk premium: the risk premium is highest in a
recession because the stock is a poor hedge against the uninsurable income
shocks, such as job loss, that are more likely to arrive during a recession.

20
21
22
23
24

The second implication is an explanation of the unconditional equity
premium puzzle: even though per capita consumption growth is poorly
correlated with stocks returns, investors require a hefty premium to hold
stocks over short-term bonds because stocks perform poorly in recessions,
when the investor is most likely to be laid 0f£26

Constantinides, G. M., "Understanding the equity risk premium puzzle". In R. Mehra, ed.,Handbook of the
Equity Risk Premium, 2008,Elsevier, Amsterdam.

24 Constantinides, G.M., and D. Duffie (1996), "Asset Pricing with Heterogeneous Consumers", Journal of
Political Economy, Vol. 104 (2): 219-240.

25 G.M. Constantinides (2008), "Understanding the equity risk premium puzzle." In R. Mehta, ed., Handbook
of the Equity Risk Premium.Elsevier, Amsterdam.

26 Ibid, p.353.

23
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Empirically, several authors have found that market volatility and the market risk

premium are positively related. For example, Kim, Morley and Nelson (2004)2" find that

When the effects of volatility feedback are fully taken into account, the
empirical evidence supports a significant positive relationship between
stock market volatility and the equity premium

Additionally, in their article that won the annual Smith-Breeden Paper Award given by

the American Finance Association and the Journal ofFinanee,Bansal and Yaron (2004)

demonstrate that economic uncertainty plays an important role in explaining the MRP

In particular, they show that uncertainty is priced in the market. In their model, higher

uncertainty (measured in their paper by volatility of consumption) leads to higher

conditional MRP. Another implication of the analysis in Bansal and Yaron (2004) is that

even the unconditional MRP can increase if any of the following materialize: (i)

investors become more risk-averse, (ii) shocks to economic uncertainty become more

pronounced, (iii) periods of high economic uncertainty become longer lasting. To the

extent that risk aversion has experienced an adverse shock, the MRP must have increased

Furthermore, perception of more severe shocks to economic uncertainty and slower decay

of higher uncertainty periods are likely to cause an increase in the MRP even in the

absence of any shock to the risk aversion parameter

Gabaix (2009) provides an alterative explanation for a time-varying risk premium in his

newly circulated working paper." The argument is that the MRP is linked to the fear of

The time-varying nature of the severity of those disasters leads

to time-varying risk premium. To the extent we are experiencing an economic downturn

of a magnitude not seen since the times of the Great Depression, the argument presented

rare but large "disasters".

C-J. Kim, J.C. Morley and C.R. Nelson (2004), "Is There a Positive Relationship Between Stock Market
Volatility and the Equity Premium," Journal of Money, Credit and Banking, Vol. 36

Ibid. p. 357. The authors rely on a statistical (Markov-switching) model of the ARCH type and data for the
period 1926 to 2000 for their analysis

Bansal, R., and A. Yaron (2004), "Risks for the Long Run: A Potential Resolution of Asset Pricing Puzzles
Journal of Finance, Vol. 59 (4): 1481-1509
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1

2

in this paper is supportive of the idea that the MRP is currently higher than it would be

under more normal conditions.

3

4

5

6

7

8

9

The facts that financial markets are in turmoil and stock market volatility has increased

dramatically mean that equity investors face increased uncertainty. Increased uncertainty

leads investors to seek lower risk investments or to demand a higher expected rate of

return before they are willing to invest their money. In part, this is an explanation of why

market prices have fallen. The financial market distress means that the current MRP is

higher than it would otherwise be. Dimson, Marsh, and Staunton (2008) appear to agree

as they note

10

12
13

Although credit spreads widened, credit fundamentals as measured
by low default rates remained at historically strong levels. This
may indicate higher defaults to come, an increase in risk aversion,
a bigger premium for liquidity, or all three.

14

15

16

17

18

19

20

As shown in Figure 5 in my direct testimony, the market volatility, measured by the

Chicago Board Options Exchange ("CBOE") Volatility Index (also know as VLY), was

until recently in the 10-20 percent range, but it spiked 80 percent in late 2008. Although

volatility has decreased somewhat over the last couple of months, it is still significantly

higher than the average value for the first half of 2008 (prior to the crisis). As investors'

risk aversion also increases during times of financial distress, there can be little doubt that

the MRP is currently higher than in the recent past.

21

22

23

24

25

26

Q14. What is your conclusion regarding the MRP?

A14. Estimation of the MRP remains controversial. There is no consensus on its value or even

how to estimate it. Given a careful review of all of the information, l estimate the risk

premium for average risk stocks to be 6.5 percent over long-term Government bonds

prior to the crisis in the U.S. economy. At this time, an additional upward adjustment

likely is warranted in recognition of the unsettled condition of the capital markets.

30 Gabaix, X. (2009), "Variable Rare Disasters: An Exactly Solved Framework for Ten Puzzles in Macro
Finance", Working Paper, New York University Stern School of Business and NBER.

31 Elroy Dimson, PaulMarsh, and Mike Staunton, 2008, Global Investment Returns Yearbook 2008, p. 25.
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1
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Therefore, I report the sensitivity of the results to an upward adjustment of 1, 1% and 2

percent in Tables 7 and 8 of my direct testimony.

3 c . RELATIVE R1sK

4

5

6

7

8

Q15.

A15.

How do you measure relative risk"

The risk measure I examine is the "beta" of the stocks in question. Beta is a measure of

the "systematic" risk of a stock - the extent to which a stock's value fluctuates more or

less than average when the market fluctuates. It is the most commonly used measure of

risk in capital market theories.

9

10

Q16.

A l 6 . The basic idea behind beta is that risks that cannot be diversified away in large portfolios

matter more than those that can be eliminated by diversification. Beta is a measure of the

risks that cannot be eliminated by diversification.

Please explain beta in more detail.

13

14

15

16

17

18

19

20

21

Diversification is a vital concept in the study of risk and return. (Harry Markowitz won a

Nobel Prize for work showing just how important it was.) Over the long run, the rate of

return on the stock market has a very high standard deviation, on the order of 15 - 20

percent per year. But many individual stocks have much higher standard deviations than

this. The stock market's standard deviation is "only" about 15 - 20 percent because when

stocks are combined into portfolios, some of the risk of individual stocks is eliminated by

diversification. Some stocks go up when others go down, and the average portfolio

return - positive or negative - is usually less extreme than that of individual stocks

within it.

22

23

24

25

In the limiting case, if the returns on individual stocks were completely uncorrelated with

one another, the formation of a large portfolio of such stocks would eliminate risk

entirely. That is, the market's long-run standard deviation would be not 15-20 percent per

year, but virtually zero.
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The fact that the market's actual annual standard deviation is so large means that, in

practice, the returns on stocks are correlated with one another, and to a material degree

The reason is that many factors that make a particular stock go up or down also affect

other stocks. Examples include the state of the economy, the balance of trade, and

inflation. Thus some risk is "non-diversifiable Single-factor equity risk premium

models derive conditions in which all of these factors can be considered simultaneously

through their impact on the market portfolio. Other models derive somewhat less

restrictive conditions under which several of them might be individually relevant

Again, the basic idea behind all of these models is that risks that cannot be diversified

away in large portfolios matter more than those that can be eliminated by diversification

because there are a large number of large portfolios whosemanagers actively seek the

best risk-reward tradeoHls available. Of course, undiversified investors would like to get

a premium for bearing diversifiable risk, but they cannot

Q17.14

15

16

17

Al7.

Why not?

Well-diversified investors compete away any premium rates of return for diversifiable

risk. Suppose a stock were priced especially low because it had especially high

diversifiable risk. Then it would seem to be a bargain to well diversified investors. For

example, suppose an industry is subject to active competition, so there is a large risk of

loss of market share. Investors who held a portfolio of all companies in the industry

would be immune to this risk, because the loss on one company's stock would be offset

by a gain on another's stock. (Of course, the competition might make the whole industry

more vulnerable to the business cycle, but the issue here is the diversifiable risk of shifts

in market share among firms.)

27

If the shares were priced especially low because of the risk of a shift in market shares

investors who could hold shares of the whole industry would snap them up. Their buying

would drive up the stocks' prices until the premium rates of return for diversifiable risk

were eliminated. Since all investors pay the same price, even those who are not

diversified can expect no premium for bearing diversifiable risk



9

Direct Testimony
ofBente Villadsen

ACC Docket No. W-01303A-09-
Page C-16 ofC-24

1

2

3

4

5

Of course, substantial non-diversifiable risk remains, as the ongoing financial turmoil

and the October Crash of 1987 demonstrate. Even an investor who held a portfolio of all

traded stocks could not diversify against that type of risk. Sensitivity to such market-

wide movements is what beta measures. That type of sensitivity, whether considered in a

single- or multi-factor model, determines the risk premium in the cost of equity.

6

7

8

9

10

11

12

Q18. What does a particular value of beta signify?

A18. By definition, a stock with a beta equal to 1.0 has average non-diversifiable risk: it goes

up or down by 10 percent on average when the market goes up or down by 10 percent.

Stocks with betas above 1.0 exaggerate the swings in the market: stocks with betas of 2.0

tend to fall 20 percent when the market falls 10 percent, for example. Stocks with betas

below 1.0 are less volatile than the market. A stock with a beta of 0.5 will tend to rise 5

percent when the market rises 10 percent.

Q19.13

14

15

16

17

18

19

20

AIR.

How is beta measured?

The usual approach to calculating beta is a statistical comparison of the sensitivity of a

stock's (or a portfolio's) return to the market's return. Many investment services report

betas, including Merrill Lynch's quarterly Security Risk Evaluation, Bloomberg and the

Value Line Investment Survey. Betas are not always calculated the same way, and

therefore must be used with a degree of caution, but the basic point that a high beta

indicates a risky stock has long been widely accepted by both financial theorists and

investment professionals.

Q20. Are there circumstances when the "usual approach to calculating beta" should not21

22

23

24

A20.

be used?

There are at least two cases where the standard estimate of beta should be viewed

skeptically.

25

26

27

28

First, companies in serious financial distress seem to "decouple" from their nominal

sensitivity to the stock market. The stock prices of financially distressed companies tend

to change based more on individual news about their particular circumstances than upon

overall market movements. Thus, a risky stock could have a low estimated beta if the
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1

2

3

company was in financial distress. Other circumstances that may cause a company's

stock to decouple include an industry restructuring or major changes in a company's

supply or output markets.

4

5

6

7

Second, similar circumstances seem to arise for companies "in play" during a merger or

acquisition. Once again, the individual in fonnation about the progress of the proposed

takeover is so much more important for that stock than day-to-day market fluctuations

that, in practice, beta estimates for such companies seem to be too low.

8

9

10

11

12

13

14

15

Q21.

A21.

How reliable is beta as a risk measure?

Scholarly studies have long continued the importance of beta for a stock's required rate

of return. It is widely regarded as the best single risk measure available. The merits of

beta seemed to have been challenged by widely publicized work by Professors Eugene F.

Fama and Kenneth R. French." However, despite the early press reports of their work as

signifying that "beta is dead," it Tums out that beta is still a potentially important

explanatory factor (albeit one of several) in their work. Thus, beta remains alive and well

as the best single measure of relative risk.

16 D. INTEREST RATE EsT11v1ATE

Q22.17

18

1 9

2 0

21

22

23

24

A22.

What interest rates do your procedures require?

Modem capital market theories of risk and return use the short-term risk-free rate of

return as the starting benchmark. However, as the short-term risk-free rate has dropped

to near-zero, the implementation becomes meaningless. Therefore, like many

practitioners, I rely on the long-term risk-free rate. Specifically, I calculate the average

yield on long-term Government bonds using a 15-day period ending May 15, 2009. To

this figure I add 125 basis points to account for the substantial increase in the spread

between investment-grade utility bond yields and government bond yields. Workpaper

32 See for example, "The Capital Asset Pricing Model: Theory and Evidence", Eugene F. Fama and Kenneth
R. French,Journal of Economic Perspectives, Volume 18, Summer 2004, pp. 25-46.
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1

2

#1 to Table No. BV-9 provides data on the increase in the spread between utility and

government bond yields.

Q23.3

4

5

6

7

8

9

A23.

Do you vary the risk-free rate in your sensitivity analyses?

Yes. In the sensitivity analyses I decrease the risk-free rate by 25 basis points for each

100 basis points increase in the MRP. This is intended to take into account that bond

betas may be positive so that part of the increase in the MRP is captured in the increase in

yield spread. A bond beta measures the systematic risk of the bond relative to the market

and is determined in the same manner as the stock beta. As .25 is in the high end of the

likely bond beta, the adjustment is conservative.

10 E. CosT OF CAPITAL MODELS

Q24. How do you combine the above components into an estimate of the cost of capital?

12

13

14

A24. By far the most widely used approach to estimation of the cost of capital is the "Capital

Asset Pricing Model," and I do calculate CAPM estimates. However, the CAPM is only

one equity risk premium approach technique, and I also use another.

15

16

17

18

19

20

Q25.

A25.

Please start with the CAPM, by describing the model.

As noted above, the modem models of capital market equilibrium express the cost of

equity as the sum of a risk-free rate and a risk premium. The CAPM is the longest-

standing and most widely used of these theories. The CAPM states that the cost of

capital for investments (e.g., a particular common stock) is given by the following

equation:

k g  = r + H x M R P (C-1)

21

22

where ks is the cost of capital for investment s, if is the risk-free rate, B, is the beta risk

measure for the investment s, and MRP is the market risk premium.

23

24

The CAPM relies on the empirical fact that investors price risky securities to offer a

higher expected rate of return than safe securities do. It says that the security market line
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starts at the risk-free interest rate (that is, that the return on a zero-risk security, the y-axis

intercept in Figure 1 in the body of my testimony, equals the risk-free interest rate).

Further, it says that the risk premium over the risk-free rate equals the product of beta and

the risk premium on a value-weighted portfolio of all investments, which by definition

has average risk.

6

7

8

9

10

11

12

Q26. What other equity risk premium approach model do you use?

A26. Empirical research has long shown that the CAPM tends to overstate the actual

sensitivity of the cost of capital to beta: low-beta stocks tend to have higher risk premier

than predicted by the CAPM and high-beta stocks tend to have lower risk premier than

predicted. A number of variations on the original CAPM theory have been proposed to

explain this finding. The difference between the CAPM and the type of relationship

identified in the empirical studies is depicted in Figure Bv-cl.

Capital

€<<\v aw ?~e\a£v»on9

CAPM Lower Than
Empirical Line for
Low Bela Sindls -»1 Market Risk Premium

Interest Rats

Figure BV-Cl: The Empirical Security Market Line

13

14

The second model makes use of these empirical findings. It estimates the cost of capital

with the equation,
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(C-2)
1

2

3

4

5

6

7

8

9

10

11

12

13

k : if +a+,8, x(MRP-a)

where a is the "alpha" of the risk-return line, a constant, and the other symbols are

defined as above. I label this model the Empirical Capital Asset Pricing Model, or

"ECAPM." For the short-term risk-free rate models, I set alpha equal to 1, 2, and 3

percent which are values somewhat lower than that estimated empirically. For low-beta

stocks such as regulated utilities, the use of a lower value for alpha leads to a lower

estimate of the cost of capital. For the long-term risk-free rate models, I set alpha equal

to both 0.5 percent and 1.5 percent, but I rely more heavily on the 0.5 percent results.

The use of a long-term risk-free rate incorporates some of the desired effect of usingthe

ECAPM. That is, the long-term risk-free rate version of the Security Market Line has a

higher intercept and a flatter slope than the short-term risk-free version which has been

tested. Thus, it is likely that I do not need to make the same degree adjustment when I

use the long-term risk-free rate. A summary of the empirical evidence on the magnitude

of alpha is provided in Table No. BV-C1 at the end of the appendix.

14 II. EMPIRICAL EQUITY RISK PREMIUM RESULTS

Qz7.15

16

17

18

19

20

21

22

A27.

How is this part of the appendix organized?

This section presents the full details of my equity risk premium approach analyses, which

are summarized in the body of my testimony. Details behind the estimates of the short-

term and the long-term risk-free interest rates are discussed. Next, the beta estimates, and

the estimates of the MRP I use in the models are addressed. Finally, this Section reports

the CAPM and ECAPM results for the sample's costs ofequity,and then describes the

results of adjusting for differences between the benchmark sample and Arizona-

American's regulated capital structures.
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1 A. R1SK-FREE INTEREST RATE

Q28.2

3

4

5

6

A28.

How do you obtain estimates of the risk-free interest rates over the period the utility

rates set here are to be in effect?

I obtain these rates using data provided by Bloomberg. In particular, I use their reported

government debt yields from the "constant maturity series". This information is

displayed in Table No. BV-9.

7

8

9

10

Q29.

A29. I use a baseline value of 5.35 percent for the long-term risk-free interest rate including the

baseline adjustment for the increase in the spread between the yield on investment-grade

utility bonds and government bonds. This value was determined as of May 15, 2009.

What values do you use for the long-term risk-free interest rate?

11 B. BETAS AND THE MARKET RISK PREMIUM

1 2 1. Beta Estimation Procedures

13

14

Q30. Which betas do you use in your risk positioning models?

A30. I obtained estimates from the Value Line Investment Survey for the sample companies."

15

16

17

18

Q31. How does Value Line estimate the reported betas?

A l l . Value Line estimates the reported betas using weekly data for a five year period. As a

market index, Value Line uses the New York Stock Exchange. Also Value Line reports

so-called adjusted betas, i.e. the betas reported by Value Line are calculated as follows:

BVdue Ume

19

20

21

22

= .67 x /3 + 0.35 (C-3)

where 8 is the standard beta estimated As a conservative measure of the systematic risk

of the comparable water utilities, I reverse the adjustment for the water utility companies.

I specifically choose to not reverse the estimates for the gas LDC sample as they are

substantially below those of the water utility industry which is the focus of this

33 For each sample I used the Value Line beta estimates most recently available. For the water sample,
estimates are as of April 24, 2009, while for the gas LDC sample estimates are as of March 13, 2009.
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1

2

proceeding. Also, the gas LDC companies do not suffer firm the data issues aS the water

utility sample does.

3

4

5

6

7

Q32. Please summarize the beta estimates you rely on.

A32. The unadjusted Value Line adjustment betas range from .37 to 1.19 for the full water

sample and from .37 to .97 for the water subsample. The gas LDC companies' betas fall

in a much narrower range ham .60 to .80. The beta estimates for individual sample

companies are reported in Workpaper #1 to Tables No. BV-10 and BV-21, respectively.

8 2. Market Risk Premium Estimation

Q33.9

10

12

13

A33.

Given all of the evidence, what IV[RP do you use in your analysis?

It is clear that market return information is volatile and difficult to interpret in the current

environment, but my baseline estimate for the MRP is 6.5 percent. However, this figure

does not take the ongoing financial turmoil into account, so I also report results for three

alterative sensitivity analyses with an MRP of 7.5, 8.0, and 8.5 percent, respectively.

14 c . CosT OF CAPITAL EST1MATES

Q34.15

16

17

18

A34.

Based on these data, what are the values you calculate for the overall cost of capital

and the corresponding cost of equity for the samples?

Tables No. BV-10 andBV-21 present the cost of equity results using the equity risk

positioning methods at the sample companies' market value capital structures.

Q3s.19

20

21

22

A35.

What does the water market data imply about the sample's cost of equity at the

proposed 46.75 percent equity ratio for Arizona-American Water?

The return on equity and the overall cost of capital for the various equity risk positioning

methods are reported in Tables No. BV-12 and BV-23. ,
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Q36.1

2

3

4

A36.

What are the implications of the risk positioning results for Arizona-American's

estimated cost of equity?

I discuss the implications of the risk positioning results for the two samples in the main

body of my testimony.



EMPIRICAL EV1DENCE ON THE ALPHA FACTOR IN ECAPM*

AUTHOR RANGE OF ALPHA PERIOD RELIED UPON

Black (1993)' 1% for betas 0 to 0.80 1931-1991

Black, Jensen and Scholes (1972)2 4.31% 1931-1965

Fame and macBeth (1972) 5.76% 1935-1968

Faina and French (19929 7.32% 1 9 4 1 - 1 9 9 0

Litzenberger and Ramaswamy (1979)4 5.32% 1 9 3 6 - 1 9 7 7

Ramaswamy and SosinLitzenberger,
(1980)

1.63% to 3.91% 1 9 2 6 - 1 9 7 8

Pettengill,  Sundaram and Mathur (l995)5 4.6% 1936-1990
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Table BV-C1

The figures reported in this table are for the longest estimation period available and, when applicable, use the authors' recommended
estimation technique. Many of the articles cited also estimate alpha for sub-periods and those alphas may vary

Black estimatesalpha in a one step procedure rather than in an in-biased two-step procedure

Estimate a negative alpha for the subperiod 193 l ~39 which contain the depression years 1931-33 and 1937-39

Calculated using lbbotson's data for the 30-day treasury yield

Relics on Lizenberger and Ramaswamy's before-tax estimation results, Comparable after-tax alpha estimate is 4_4%

Pettengill, Sundaram and Mather rely on total returns for the period 1936 dirough 1990 and use 90-day tree$uries The 4.6% figure is
calculated using auction averages 90-day treasuries back to 1941 as no other series were found this far back

Sources
Black, Fischer. 1993. Beta and Return_ The Journal ofPoryblio Management 20 (Fall): 8-18

Black, F., Michael C. Jensen, and Myron Scholes. 1972. The Capital Asset Pricing Model: Some Empirical Tests, from Studies in the
theory of Capital Markets. InStudies in the Theory ofCapital Markets, edited by Michael C Jensen,79-121 New York; Praeger

Fama, Eugene F. and James D. MacBeLh. 1972. Risk, Returns and Equilibrium: Empirical Test.§. Journal of Politiea! Economy 81 (3)
607-636

Fama, Eugene F. and Kenneth R, French. 1992.The Cross-Section of Expected Stock Returns. Journal of Finance 47 (June): 427-465

Fame, Eugene F. and Kenneth R, French. 2004. The Capital Asset Pricing Model: Theory and Evidence. Journal of Economic
Perspectives 18(3): 25-46

Litzenberger, Robert H. and Krishna Ramawamy 1979. The Effect of Personal Taxes and Dividends on Capital Asset Prices, Theory
and Empirical Evidence. Journal of Flinancid Economics XX (June): 163-195

Litzenberger, Robert H. and Krishna Ramaswamy and Howard Sosin. 1980, On the CAPM Approach to Estimation of a Public Utility's
Cost of Equity Capital. Wye Journal ofFinanee 35 (2): 369-387

Pettengill, Glenn N., Sridhar Sundaram and Ike Mathur. 1995 The Conditional Relation between Beta and Returns. Journal of FinanciaI
and Quantitative Analysis 30 (1); 10]-I 16
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APPENDIX D

DISCOUNTED CASH FLOW METHODOLOGY:

DETAILED PRINCIPLES AND RESULTS

1. DISCOUNTED CASH FLOW METHODOLOGY PRINCIPLES .
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CONCLUSIONS ABOUT DCF..

2

9

11. EMPIRICAL DCF RESULTS . 9

B.
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A. PRELIMINARY MATTERS..
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DIVIDEND AND PRICE INPUTS .

COMPANY-SPECIFIC DCF COST-OF-CAPITAL ESTIMATES
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13

14
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1 Q1. What is the purpose of this appendix?

2

3

A1.

4

This appendix reviews the principles behind the discounted cash flow or "DCF"

methodology and the details of the cost-of-capital estimates obtained from this

methodology.

5 1. DISCOUNTED CASH FLOW METHQDOLOGY PRINCIPLES

QS. How is this section of the appendix organized?6
7
.8
9

10

As. The first part discusses the general principles that underlie the DCF approach. The

second portion describes the strengths and weaknesses of the DCF model and why it is

generally less reliable for estimating the cost of capital for the sample companies at the

present time than the risk positioning method discussed in Appendix C.

11 A. SIMPLE AND MULTI-STAGE DISCOUNTED CASH FLow MODELS

QS.12

13

14

15

16

17

18

AS.

Please summarize the DCF model.

The DCF model takes the first approach to cost-of-capital estimation discussed with

Figure 1 in Section II-A of my direct testimony. That is, it attempts to measure the cost

of equity in one step. The method assumes that the market price of a stock is equal to the

present value of the dividends that its owners expect to receive. The method also

assumes that this present value can be calculated by the standard fionnula for the present

value of a cash flow stream:

P DI +
(1 + k)

DO

(1+ k)2
+ DO

(1 + KY
+ DI

+ T(1 + k) (D-1)

19

20

21

22

23

where "P " is the market price of the stock, " D: " is the dividend cash flow expected at

the end ofperiodt , "k " is the cost of capital, and "T " is the last period in which a

dividend cash flow is to be received. The formula just says that the stock price is equal to

the sum of the expected future dividends, each discounted for the time and risk between

now and the time the dividend is expected to be received.
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Most DCF applications go even further, and make very strong (i.e., unrealistic)

assumptions that yield a simplification of the standard formula, which then can be

rearranged to estimate the cost of capital. Specifically, if investors expect a dividend

stream that will grow forever at a steady rate, the market price of the stock will be given

by a very simple formula

(k - g)

where " DI " is the dividend expected at the end of the first period, " g " is the perpetual

growth rate, and " P " and " k " are the market price and the cost of capital, as before

Equation D-2 is a simplified version of Equation D-1 that can be solved to yield the well

known "DCF formula" for the cost of capital

(9-2)

+8

D0 x (1 + g) + g

where " Do " is the current dividend, which investors expect to increase at rate g by the

end of the next period, and the other symbols are defined as before. Equation D-3 says

that if Equation D-2 holds, the cost of capital equals the expected dividend yield plus the

(perpetual) expected future growth rate of dividends. I refer to this as the simple DCF

model. Of course, the "simple" model is simple because it relies on very strong (i.e

very unrealistic) assumptions

(D-3)

Q4. Are there other versions of the DCF models besides the "simple" one16

17

18

19

20

A4. Yes. If Equation D-2 and its underlying assumptions do not hold, sometimes other

variations of the general present value formula, Equation D-1, can be used to solve for k

in ways that differ from Equation D-3. For example, if there is reason to believe that

investors do not expect a steady growth rate forever, but rather have different growth rate

forecasts in the near term (e.g., over the next five or ten years as compared with

subsequent periods), these forecasts can be used to specify the early dividends in

Equation D-1. Once the near-term dividends are specified, Equation D-2 can be used to
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1

2

3

specify the share price value at the end of the near-term (e.g., at the end of five or ten

years), and the resulting cash flow stream can be solved for the cost of capital using

Equation D-1 .

4 More formally, the "multistage" DCF approach solves the following equation for k:

P D I D 2 D O .|....

(1+k) (1+k)2 (1+k)"
+ + + DT + PTERM

(I-,,k)T (D-4)

5 The terminal price, Pow is estimated as

PTERm
DT+l

(k-g1.R)
(D-5)

6

7

8

9

10

11

where T is the last of the periods in which a near term dividend forecast is made and 8/Je

is the long-run growth rate. Thus, Equation D-4 defers adoption of the very strong

perpetual growth assumptions that underlie Equation D-2 - and hence the simple DCF

formula, Equation D-3 - for as long as possible, and instead relies on near term

knowledge to improve the estimate of k . I examine both simple and multistage DCF

results below.

Qs.12

13

14

15

16

17

18

19

20

21

22

A5.

Please describe the multi-stage DCF model you use.

The multi-stage model I use is presented in Equations D-4 and D-5 above, and assumes

that the long-term perpetual growth rate for all companies in the two samples is the

forecast long-term growth rate of the GDP. This model allows growth rates to differ

across companies during the first ten years before settling down to a single long-term

growth rate. The growthrate for the first five years is the long-term growth rate derived

from analysts' reports. After year five, the growth rate is assumed to converge linearly to

the GDP growth rate. In other words, the growth rate in year 6 is adjusted by u6"" of the

difference between each company's 5-year growth rate forecast and the GDP forecast.

The growth rates in years 7 to 10 are adjusted by an additional 1/6'*' so that the earning

growth rate pattern converges on the long-term GDP growth rate forecast.
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1 QS. Why do you assume that the long-term growth rate of the sample companies will

converge to the long-term growth rate of GDP?

3 AS. Recall that the DCF model assumes that dividends grow at a constant rate literally forever

If the growth rate of earnings (and therefore, dividends) were greater than (less than) the

long-term growth rate of the economy, mathematically it would mean that the company

(and the industry) would become an ever increasing (or decreasing) proportion of the

economy. Therefore, the most logical assumption is that the company's earnings grow at

the same rate as the economy on average over the long run

QS. What are the merits of the DCF model?9

10

11

12

A7.

14

17

The DCF approach is conceptually sound only if its assumptions are met. In actual

practice one can Mn into difficulty because those assumptions are so strong, and hence so

unlikely to correspond to reality. Two conditions are well-known to be necessary for the

DCF approach to yield a reliable estimate of the cost of capital: the variant of the present

value fionnula, Equation D-1, that is used must actually match the variations in investor

expectations for the dividend growth path, arid the growth rate(s) used in that formula

must match current investor expectations. Less frequently noted conditions may also

create problems

The DCF model assumes that investors expect the cost of capital to be the same in all

future years. Investors may not expect the cost of capital to be the same, which can bias

the DCF estimate of the cost of capital in either direction

The DCF model only works for companies for which the standard present value formula

works. The standard formula does not work for companies that operate M industries or

markets options (e.g., puts and calls on common stocks), and so it will not work for

companies whose stocks behave as options do. Option-pricing effects will be important

for companies in financial distress, for example, which implies the DCF model will

understate their cost of capital, all else equal

In recent years even the most basic DCF assumption, that the market price of a stock in

the absence of growth options is given by the standard present value formula (i.e., by
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1

2

3

4

5

6

Equation D-1 above), has been called into question by a literature on market v01a¢i1iry.1

In any case, it is still too early to throw out the standard formula, if for no other reasons

than that the evidence is still controversial and no one has offered a good replacement.

But the evidence suggests that it must be viewed with more caution than financial

analysts have traditionally applied. Simple models of stock prices may not be consistent

with the available evidence on stock market volatility.

QB. Normally DCF debates center on the right growth rate. What principles underlie7

8

9

10

AB.

that choice?

Finding the right growth rate(s) is indeed the usual "hard part" of a DCF application. The

original approach to estimation of g relied on average historical growth rates in

11

12

13

14

15

observable variables, such as dividends or earnings, or on the "sustainable growth"

approach, which estimates g as the average book rate of return times the fraction of

earnings retained within the firm. But it is highly unlikely that historical averages over

periods with widely varying rates of inflation, interest ratesand costs of capital, such as

in the relatively recent past, will equal current growth rate expectations.

16

17

18

19

A better approach is to use the growth rates currently expected by investment analysts, if

an adequate sample of such rates is available. Analysts' forecasts are superior to time

series forecasts based upon single variable historical data as has been documented and

continued extensively in academic research If this approach is feasible and if the

l

2

See for example,  Robert  J .  Shi l led (1981),  "Do Stock Prices Move Too Much to be Just i f ied by Subsequent
Changes  in Div idends?, " The American Economic  Rev iew, Vol .  71,  No.  3,  pp.  421-436.  John Y.  Campbel l
and Robert  J .  Shi l ler (1988),  "The Div idend-Price Rat io and Expectat ions of  Furore Div idends and
Discount  Fac tors , "  The Rev iew ofF inanc iol  S tudies , V o l .  l ,  No . 3, pp.  195-228.  Lucy  F .  Acker t and B r i a n
F.  Smi th (1993),  "Stock  Price Volat i l i t y ,  OrdinaryDiv idends ,  and Other Cash Flows to Shareholders , "
Journa l  o f  F inance, Vol.  48,  No.  1,  pp.  1147-1160.  Eugene F.  Fama and Kenneth R.  French (2001),
"Disappearing Div idends:  Changing Fi rm Charac ter is t ics  or Lower Propens i ty  to Pay?, " J ou rna l  o f
F inanc ia l  Economics , Vol .  60,  pp.  3-43.  Bor ja  Lark in  and Motoh i ro  Yoyo (2005) ,  "Does  F inn Value
Move Too Much to be Just i f ied by Subsequent  Changes in Cash Flow'?," Federal  Reserve Bank of  Boston,
Work ing Paper , No.  05-18.

Lawrence D.  Brown and Michael  S.  Rozef f  (1978),  "The Superior i ty  of  Analys t  Forecasts  as  Measures of
Expectat ions:  Ev idence f rom Earnings, "  Journal  of  F inance, Vol .  XXXI I I ,  No.  1 ,  pp.  1-16. J .  Craig and
B. G.  Malk ie l  (1982) , Expectat ions and the Structure of  Share Prices,  Nat ional Bureau of  Economic
Research,  Univers i ty  of  Chicago Press.  R.S.  Harris  (1986),  "Us ing Analys ts '  Growth Forecasts  to Est imate
Shareholder Requi red Rates  of  Rems, "  F inanc ia l  Management , Spring Issue,  pp.  58-67.  J .  H.  Vander



-l1l_l_l1l1l1 Iill NIIIIHII ll ll ll\l\ull I l l l l l l ll l l HI Ha l

q

Direct Testimony
of Bents Villadsen

ACC Docket No. w-01303A-09-
Page D-7 ofD-15

person estimating the cost of capital is able to select the appropriate version of the DCF

formula, the DCF method should yield a reasonable estimate of the cost of capital for

companies not in financial distress and without material option-pricing effects (always

subject to recent concerns about the applicability of the basic present value formula to

stock prices as well as issues of optimism bias). However, for the DCF approach to work,

die basic stable-growth assumption must become reasonable and the underlying stable-

growth rate must become determinable within the period for which forecasts are

available

9 QS. What is the so called "optimism bias" in the earnings growth rate forecasts of

security analysts and what is its effect on the DCF analysis?

11 AS. Optimism bias is related to the observed tendency for analysts to forecast earnings

growth rates that are higher than are actually achieved. This tendency to over estimate

growth rates is perhaps related to incentives faced by analysts that provide rewards not

strictly based upon the accuracy of the forecasts. To the extent optimism bias is present

in the analysts' earnings forecasts, the cost-of-capital estimates from the DCF model

would be too high.

17

18

Q10. Does optimism bias mean that the DCF estimates are completely unreliable?

A10. No. The effect of optimism bias is least likely to affect DCF estimates for large, rate

regulated companies M relatively stable segments of an industry. Funhennore, the

magnitude of the optimism bias (if any) for regulated companies is not clear. This issue

is addressed in a paper by Chan, Karcesld, and Lakonishok (2003)3 who sort companies

on the basis of the size of the I/B/E/S forecasts to test the level of optimism bias. Utilities

constitute 25 percent of the companies in lowest quintile, and by one measure the level of

optimism bias is 4 percent. However, the 4 percent figure does not represent the

Weide and W. T. Carleton (1988), "Investor Growth Expectations: Analysts vs. History,"Journal of
Portfolio Management, spring, pp, 78-82. T. Lys and S. Sohn (1990), "The Association Between Revisions
of Financial Analysts Eamings Forecasts and Security Price Changes,"Journal ofAccoz4nting and
Economics, vol 13, pp. 341-363.

L. K.C. Chan, J. Karcesld, and J. Lakonishok, 2003, "The Level and Persistence of Growth Rates,"Journal
»f inance 58(2):643-684.
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1

2

3

4

5

complete characterization of the results in the paper. Table IX of the paper shows that

the median I/B/E/S forecast for the fist (lowest) quintile averages 6.0 percent. The

realized "Income before Extraordinary Items" is 2.0 percent (implying a four percent

upward bias in I/B/E/S forecasts), but the "Portfolio Income before Extraordinary Items"

is 8.0 percent (implying a two percent downward bias in I/B/E/S forecasts).

6

7

8

9

10

11

12

13

14

15

The difference between the "Income before Extraordinary Items" and "Portfolio Income

before Extraordinary Items" is whether individual firms or a portfolio are used in

estimating the realized returns. The first is a simple averageof all Elms in the quintile

,while the second is a market value weighted-average. Although both measures of bias

have their own drawbacks according to the aud1ors,4 the Portfolio Income measure gives

more weight to the larger firms in the quintile such as regulated utilities. In addition, the

paper demonstrates that "analysts' forecasts as well as investors' valuations reflect a

wide-spread belief in the investment community that many firms can achieve streaks of

Therefore, it is not clear how severe the problem of optimism

bias may be for regulated utilities or even whether there is a problem at all.

high growth in eaxnings."5

16

17

18

19

Finally, the two-stage DCF model also adjusts for any over optimistic (or pessimistic)

growth rate forecasts by substituting the long-term GDP growth rate for the 5-year

growth rate forecasts of the analysts in the years beginning M year ll. I linearly trend the

5-year forecast growth rate to the GDP forecast growth rate in years 6 to 10.

Q11.20

21

22

23

24

A11.

What about the reforms by the National Associate of Security Dealers (NASD) that

were designed to reduce the conflicts of interest and pressures brought against

security analysts? Have those reforms been generally successful?

Yes. The conclusion from the Joint Report by NASD and the New York Stock Exchange

("NYSE") on the reforms states

25
26

the SRO Rules have been effective in helping restore integrity to
research by minimizing the influences of investment banking and

4 Chan, Karceski, and Lakonishok,op. it., p. 675.

5 Chan, Karceski, and Lakonishok, op. cit., p. 663.
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promoting transparency of other potential conflicts of interest. Evidence
also suggests that investors are benefiting from more balanced and
accurate research to aid their investment decisions

The report does note additional reforms are advisable, but the situation is far different

today than during the height of the tech bubble when analyst objectivity was clearly

suspect

B. CONCLUSIONS ABOUT DCF

Q12. Please sum up the implications of this part of the appendix8

9

10

A12. The unavoidable questions about the DCF model's strong assumptions - whether the

basic presentvalue formula works for stocks, whether option pricing effects are

important for the company, whether the right variant of the basic formula has been found

and whether the true growth rate expectations have been identified cause me to view

the DCF methodas inherentLy less reliable than equity risk premium approach, theother

approach I use

EMPIRICAL DCF RESULTS

16

17

18

Q13.

A13. This section presents the details of my DCF analyses for the water and gas LDC samples

which are summarized in my written testimony

How is this part of the appendix organized?

19

20

Implementation of the simple DCF models described above requires an estimate of the

current price, the dividend, and near-term and long-run growth rate forecasts. The simple

DCF model relies only on a single growth rate forecast, while the multistage DCF model

employs both near-term individual company forecasts and long-run GDP growth rate

forecasts. The remaining parts of this section describe each of these inputs in tum

Joint Report by NASD and NYSE on the Operation andEffectiveness of the ResearchAnalyst Conflict of
Interest Rules, December 2005, p. 44
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1 A. PRELIMINARY MATTERS

Q14.2

3

4

5

6

7

8

9

1 0

11

A14.

In Appendix C you discuss estimating cost of capital and implied cost of equity

using the risk positioning methodology. What, if anything, is different when you use

the DCF method?

The timing of the market value capital structure calculations is different in the DCF

method than in the equity risk premium method. The equity risk premium method relies

on the average capital structure over the five-year period Value Line uses to estimate beta

while the DCF approach uses only current data, so the relevant market value capital

structure measure is the most recent that can be calculated. This capital structure for the

water sample companies is reported in columns [1]-[3] of Table No. BV-4, and for the

gas LDC sample companies in columns [1]-[3] of Table No. BV-16.

12 B. GROWTH RATES

13

14

15

16

Q15. What growth rates do you use?

A15. For reasons discussed above, historical growth rates today are not useful as forecasts of

current investor expectations for the water utility industry. I therefore use rates

forecasted by security analysts.

17

18

1 9

2 0

21

2 2

23

2 4

25

The ideal in a DCF application would be a detailed forecast of future dividends, year by

year well into the future, based on a large sample of investment analysts' expectations. I

know of no source of such data. Dividends are ultimately paid from earnings, however,

and earnings forecasts are available for a few years. Investors do not expect dividends to

grow in lockstep with earnings, but for companies for which the DCF approach can be

used reliably (i.e., for relatively stable companies whose prices do not include the option-

like values described previously), they do expect dividends to track earnings over the

long-run. Thus, use of earnings growth rates as a proxy for expectations of dividend

growth rates is a common practice.

26

27

Accordingly, the first step in my DCF analysis is to examine a sample of investment

analysts' forecasted earnings growth rates. In particular, I uti l ize Bloomberg's BEst and
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Value Line 's forecasted earnings growth.7 The projected earnings growth rates for the

water sample companies are in Table No. BV-5, arid those for the gas LDC sample

companies are M Table No. BV-17. Column [1] reports Bloomberg's BEst analysts'

forecasts of the long-term earnings growth for the sample companies. Column [2] reports

the number of analysts that provided a forecast. Columns [3] and [4] report Value Line 's

forecasted earnings per share ("EPS") value for each company for 2009 and 2012-2014

respectively. Column [5] provides Value Line 's implied1ong~terrn growth rate forecast,

and column [6] provides a weighted average growth rate for each company across the two

sources. (I treat the Value Line forecasts as though they overlap exactly with the

forecasts from Bloomberg.) These growth rates underlie my simple and multistage DCF

analyses.

12

13

14

15

16

In the simple DCF, I use the five-year average annual growth rate as the perpetual growth

rate.8 In the multistage model, I rely on the company-specific growth rate through the

first quarter of 2014 and on the long-tenn GDP forecast from the second quarter of 2019

onwards. During the intervening five-year period, I assume the growth rate converges

linearly towards the long-term GDP forecast

Q16.17

18

19

20

21

22

23

24

A16.

Do these growth rates correspond to the ideal you mentioned above?

No. While forecasted growth rates are the quantity required in principle, the forecasts

need to go far enough out into the future so that it is reasonable to believe that investors

expect a stable growth path afterwards. As can be seen from Table No. BV-5 and Table

No. BV-17, the growth rate forecasts vary widely from company to company. For

example theBEst growth forecast for Southwest Water is negative percent while the BEst

growth rate for SJW Corp. is 15 percent.'°  While the differences between BEst and

Value Line forecasts are lower for the gas LDC sample, there is still significant

The BEst growth rates were downloaded from Bloomberg on May 18, 2009. Value Line estimates are from
the most recent report available, dated April 24, 2009 for the water sample utilities, and March 13, 2009 for
the gas LDCs.

s This growth rate is in column [6] of Table No. BV-5 (Table No. Bv~l7 for the gas LDC sample).

9 Fuse the long-term U.S. GDP growth forecast fromBlue Chon Economic Indicators (March 10, 2009).

10 See Table No. BV-5.

7
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variation.' | Also, for some companies, the five-year growth rate forecasts are

significantly above or below the long-term GDP growth rate forecast, indicating lack of

stability in growth rates. Overall, the growth rates indicate that some companies and

maybe the industries have yet to reach a stable equilibrium which is required for the

correct application of the DCF method

6

7

8

9

10

Q17. How well are the conditions needed for DCF reliability met at present?

A17. The requisite conditions for the sample companies are not fully met at this time

especially for the Water utility sample where the growth rates vary widely from company

to company or across time." Of particular concern for this proceeding is the uncertainty

about what investors truly expect the long-run outlook for the sample companies to be

The longest time period available for growth rate forecasts of which I am aware is five

years. The long-run growth rate (i.e., the growth rate after the industry settles into a

steady state, which is certainly beyond the next five years for water industry) drives the

actual results one gets with the DCF model. Unfortunately, this implies that unless the

company or industry in question is stable, so there is little doubt as to the growth rate

investors expect. DCF results in practice can end up being driven by the subjective

judgment of the analyst who performs the work

20

This is a problem at present because it is hard to imagine that today's water industry

would accurately be described as stable. There is great uncertainty about the costs

required to undertake the large investments in infrastructure forecasted for the industry

Indeed, Value Line notes the need for investments aimed at replacing the aging

infrastructure and complying with increasingly stringent water safety regulations

partially driven by increased fear of bioterrorism. The American Society of Civil

Engineers recently estimated that that the drinking water and wastewater shortfall in

infrastructure investments needs are $255 billion over the next five years while the

expected spending (including the American Recovery and Reinvestment act) is $146.4

See table No. BV-17

For example, in February 2008, the BEst estimate of York Water's growth rate was 0.6 percent whereas it
now stands at 7.0 percent. See Table No. BV-5 in this tiling as well as in Docket No, W-01303A-08-0227
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for a shortfall of about $108.6 billion.13 The water industry also has seen a number of

mergers and acquisitions, which affects the companies' earnings growth rate estimates.

This is one reason why companies heavily involved in mergers and acquisitions are

normally excluded 80m the sample. Taken together, these factors mean that it may be

some time before the water industry settles into anything investors will see as a stable

equilibrium.

7

8

9

10

11

Such circumstances imply that a regulator may often be faced with a wide range of DCF

numbers, none of which can be well grounded M objective data on true long-run growth

expectations, because no such objective data now exist. DCF for f ins or industries M

flux is inherently subjective with regard to a parameter (the long~run growth late) that

drives the answer one gets.

12

13

14

15

16

It is clear that much longer detailed growth rate forecasts than currently available from

Bloomberg and Value Line would be needed to implement the DCF model in a

completely reliable way for the water sample at this time, however, the general stability

of the 5-year growdi rate forecasts for the gas LDC sample indicates a higher degree of

reliability than for the water sample at this time.

17 c . DIVIDEND AND PRICE INPUTS

18

19

20

21

22

23

Q18.

A l 8 . Dividends are the most recent recorded dividend payments as reported by Bloomberg.

For most companies this is the first quarter 2009 dividend, but for some it is the 2nd

quarter 2009. The most recent dividend is grown at the estimated growth rate and

divided by the price described below to estimate the dividend yield for the simple and

multistage DCF models.

What values do you use for dividends and stock prices?

24

25

Stock prices are the average of the closing stock prices for the 15 trading days ending on

the day the BEst forecasts were released (May 18, 2009). Using these dates ensures that

13 Report Card for America's Infrastructure, The American Society of Civil Engineers, 2009, p. 7.
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the information in growth rates and stock prices are contemporaneous. I use a 15-day

average as a compromise. Using a longer period would be inconsistent with the

principles that underlie the DCF formula. The DCF approach assumes the stock price is

the present value of future expected dividends. Stock prices six months or a year ago

reflect expectations at that time, which are different from those that underlie the currently

available growth forecasts. At the same time, use of an average over a brief period helps

guard against a company's price on a particular day price being unduly influenced by

mistaken information, differences in trading frequency, and the like.

9

10

11

12

13

14

The closing stock price is used because it is at least as good as any other measure of the

day's outcome, and may be better for DCF purposes. In particular, if there were any

single price during the day that would affect investors' decisions to buy or sell a stock, I

would suspect that it would be each day's closing price, not the high or low during the

day. The daily price changes reported M the financial pages, for example, are from close

to close, not from high to high or from low to low.

15 D. COMPANY-SPECIFIC DCF COST-OF-CAPITAL ESTIMATES

16

17

18

19

20

21

Q19. What DCF estimates do these data yield?

A19. The cost-of-equity results for the simple and multistage DCF models are shown in Table

No. BV-6 for the water utility sample and in Table No. BV-18 for the gas LDC sample.

In both tables, Panel A reports the results for the simple DCF method while Panel B

reports the results for the multistage DCF method using the long-term GDP growth rate

as the perpetual growth rate.

Q20.22

23

24

25

26

27

A20.

What overall cost-of-capital estimates result from the DCF cost-of-equity estimates?

The capital stricture, DCF cost of equity, and cost of debt estimates are combined to

obtain the overall after-tax weighted-average cost of capital for each sample company.

These results are presented in Table No. BV-7 for the water sample and in Table No. BV-

19 for the gas LDC sample. Again, Panel A relies on the simple DCF cost-of-equity

results while Panel B relies on the multistage DCF cost-of-equity results.
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Q21. What information do you report in Table No. BV-8 and in Table No. BV-20?1

2

3

4

A2I. These tables report, for each sample, the return on equity consistent with that sample's

estimated overall after-tax weighted-average cost of capital and the proposed equity

thickness of 46.75 percent for Arizona-American Water. For both the simple DCF and

multistage DCF methods, the sample's average ATWACC is reported in column [1]

Column [6] reports the return on equity as if the sample companies' average market value

capital structure had been that currently proposed for Arizona-American Water

8

9

10

Q22.

A22. The implication of these numbers is discussed in my direct testimony, along with the

findings of theequity risk premium approach

What are the iMplications of these results?
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APPENDIX E

EFFECT OF DEBT ON THE COST OF EQUITY

1. AN OVERVIEW OF THE ECONOMIC LITERATURE .

2.
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What is the purpose of this Appendix?

In this appendix, I provide details on the effects of debt on the cost of equity. First, I

summarize a fairly large body of financial research on capital structure. Second, I

provide an extended example to illustrate the effect of debt on the cost of equity.

5 I. AN OVERVIEWOF THE ECONOMIC LITERATURE

6

7

8

9

10

11

12

13

14

15

16

What is the focus of the economic literature on the effects of debt?

The economic literature focuses on the effects of debt on the value of a firm. The

standard way to recognize one of these effects, the impact of the fact that interest expense

is tax-deductible, is to discount the all-equity after-tax operating cash flows generated by

a Timi or an investment project at a weighted average cost of capital, typically known in

textbooks as the "WACC." The textbook WACC equals the market-value weighted

average of the cost of equity and the after-tax, current cost of debt. However, rate

regulation in North America has a legacy of working with another weighted-average cost

of capital, the book-value weighted average of the cost of equity and the before-tax,

embedded cost of debt. To distinguish the concepts, I refer to the alter-tax weighted-

average cost of capital as ATWACC.

QS.17

18 AS.

How is this section of the appendix organized?

It starts with the tax effects of debt. It then Tums to other effects of debt.

19 A. TAX EFFECTS

Q4. What are the key findings in the literature regarding tax effects?2 0

21

22

A4 . Three seminal papers are vital for this literature. The first assumes no taxes and risk-free

debt. The second adds corporate income taxes. The third adds personal income taxes.
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Qs.2
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7

8

9

10
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13

A5.

Base Case: No Taxes, No Risk to High Debt Ratios

Please start by explaining the simplest case of the effect of debt on the value of a

f irm.

The "base case," no taxes and no costs to excessive debt, was worked out in a classic

1958 paper by Franco Modigliani and Merton Miller, two economists who eventually

won Nobel Prizes in part for their body of work on the effects of debt.' Their 1958 paper

made what is in retrospect a very simple point: if there are no taxes and no risk to the use

of excessive debt, use of debt will have no effect on a company's operating cash flows

(i.e., the cash flows to investors as a group, debt plus equity combined). If the operating

cash flows are the same regardless of whether the company finances mostly with debt or

mostly with equity, then the value of the Timi cannot be affected at all by the debt ratio.

In cost-of-capital terms, this means the overall cost of capital is constant regardless of the

debt ratio, too.

14

15

16

17

18

In the base case, issuing debt merely divides the cash flows into two pools, one for

bondholders and one for shareholders. If the divided pools have different priorities in

claims on the cash flows, the risks and costs of capital will differ for each pool. But the

risk and overall cost of capital of the entire firm, the sum of the two pools, is constant

regardless of the debt ratio. Thus,

*
n rAn

19

20

21

22

23

24

25

(E- 1 a)

where 4°  is the overall alter-tax cost of capital at any particular capital structure and l'Al is

the all-equity cost of capital for the firm. (The "I " subscripts distinguish the case where

there are no taxes from subsequent equations that consider first corporate and then both

corporate and personal taxes.) With no taxes and no risk to debt, the overall cost of

capital does not change with capital structure.

This implies that the relationship of the overall cost of capital to the component costs of

debt and equity is

l Franco Modigliani and Merton H. Miller (1958), "The Cost of Capital, Corporation Finance and the Theory
of Investment," American Economic Review,48, pp. 261-297.
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rEl X V

D
+ VD1 X 7 4 (E- 1 b)

l

2

3

4

5

with the overall cost of capital (r') on the right side, as the independent variable, and the

costsof equity (ii) and debt (rt) on the left side,as dependent variables determined by

the overall cost of capital and by the capital structure (i.e., the shares of equity (E ) and

debt (D) in overall limy value (V : E + D) that the firm happens to choose. Note that if

equation (E-la) were correct, the equation that solved it for the cost of equity would be,

rm  =4° + ( r i * - r0)x
D
E

(E- 1 C)

6

7

Note also that (D/ E ) gets exponentially higher in this equation as the debt-to-value ratio

increasest i .e., the cost of equity increases exponentially with leverage.

8 2 .

9

10

11

12

13

14

15

16

17

18

Corporate Tax Deduction for Interest Expense

What happens when you add corporate taxes to the discussion?

If corporate taxes exist with risk-free debt (and if only taxes at the corporate level matter,

not taxes at the level of the investor's personal tax return), the initial conclusion changes.

Debt at the corporate level reduces the company's tax liability by an amount equal to the

marginal tax rate times the interest expense. All else equal, this will add value to the

company because more of the operating cash flows will end up in the hands of investors

as a group. That is, if only corporate taxes mattered, interest would add cash to the firm

equal to the corporate tax rate times the interest expense. This increase in cash would

increase the value of the firm, all else equal. In cost-of-capital terms, it would reduce the

overall cost of capital.

19

20

21

How much the value of the Et would rise and how far the overall cost of capital would

fall would depend in part on how often the company adjusts its capital structure, but this

is a second-order effect in practice. (The biggest effect would be if companies could

2 For example, at 20-80, 50-50, and 80-20 debt-equity ratios, (D/ E ) equals, respectively, (20/80) = 0.25,
(50/50) = 1.0, and (80/20) = 4.0. The extra 30 percent of debt going from 20-80 to 50-50 has much less
impact on (D/ E ) [i.e., by moving it from 0.25 to l.0] than the extra 30 percent of debt going from 50-50
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1

2

3

4

5

issue riskless perpetual debt, an assumption Profs. Modigliani and Miller explored in

1963, in the second seminal paper,3 this assumption could not be true for a real

company.) Prof Robert A. Taggart provides a unified treatment of the main papers in

this literature and shows how various cases relate to one another.4 Perhaps the most

useful set of benchmark equations for the case where only corporate taxes matter are:

4

VS rAn

Drbxtcx V
(E-Za)

* E
VS :Viz x -

V
+ rD x(1-tc)

D
V

(E-zb)

6 which imply for the cost of equity,

rEd =rA2+(rA2-rD)X
D
E

(E-20)

7

8

where the variables have the same meaning as before but the "Z" subscripts indicate the

case that considers corporate but not personal taxes.

9

10

11

12

13

14

15

Note that Equation (E-Za) implies that when only corporate taxes matter, the overall

alter-tax cost of capital declines steadily as more debt is added, until it reaches a

minimum at 100 percent debt (i.e., when D/ V = 1.0 ). Note also that Equation (E-Zc)

still implies an exponentially increasing cost of equity as more and more debt is added.

In fact, except for the subscript, Equation (E-2c) looks just like Equation (E-lc).

However, whether any value is added and whether the cost of capital changes at all also

depends on the effect of taxes at the personal level.

to 80-20 [i.e., by moving it from 1.0 to 4.0]. Since the cost of equity equals a constant risk premium times
the debt-equity ratio, the cost of equity grows ever more rapidly as you add more and more debt.

3 Franco Modigliani and Merton H. Miller (1963), "Corporate Income Taxes and the Cost of Capital: A
Correction," American Economic Review, 53, pp. 433-443.

4 Robert A. Taggart, Jr. (1991), "Consistent Valuation and Cost of Capital Expressions with Corporate and
Personal Taxes,"Financial Management 20, pp. 8-20.
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1 3. Personal Tax Burden on Interest Expense

2

3

4

5

6

7

8

9

10

11

How do personal taxes affect the results?

Ultimately, the purpose of investment is to provide income for consumption, so personal

taxes affect investment returns. For example, in the U.S., municipal bonds have lower

interest rates than corporate bonds because their income is taxed less heavily at the

personal level. In general, capital appreciation on common stocks is taxed less heavily

than interest on corporate bonds because (l) taxes on unrealized capital gains are deferred

until the gains are realized, and (2) the capital gains tax rate is lower. Dividends are

taxed less heavily than interest, also, under current tax law.5 The effects of personal taxes

on the cost of common equity are hard to measure, however, because common equity is

so risky.

12

13

Professor Miller explored how personal taxes affect the overall cost of capital. 6

found that personal tax effects could offset the effect of corporate taxes entirely.

He

14

15

16

17

18

19

20

Does the effect of personal taxes neutralize the effect of corporate taxes?

The likelihood hereof would be increased if the current federal tax reductions on

dividends and capital gains became permanent rather than expiring in 2010. However,

personal taxes are important even if they do not make the corporate tax advantage on

interest vanish entirely. Capital gains and dividend tax advantages definitely convey

some personal tax advantage to equity, and even a partial personal advantage to equity

reduces the corporate advantage to debt.

21

22

23

The Taggart paper explores the case of a partial offset, also. With personal taxes, the

risk-free rate on the security market line is the alter-personal-tax rate, which must be

equal for risk-free debt and risk-free equity.7 Therefore, the pre-personal-tax risk-free

5 The current maximum personal tax rate on dividend income was extended to the end of 2010 on May 17,
2006. It is uncertain what the rate on dividend come will be set at after that.

6

Qs.

AB.

7

Merton H. Miller (1977), "Debt and Taxes,"The Journal ofFinanee,32: 261-276, the third of the seminal
papers mentioned earlier.

As Prof Taggart notes (his footnote 9), it is not necessary that a specific, risk-fiee equity security exist as
long as one can be created synthetically, through a combination of long and short sales of traded assets.
Such constructs are a common analytical tool in financial economics.
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l

2

rate for equity will generally not be equal to the pre-personal-tax risk-free rate for debt.

In particular, 'fr = 'JD x [(l - t,>)/(1 -- TE)], where 'fr and rm are the risk-free costs of

equity and debt and t£ and to are the personal tax rates for equity and debt, respectively.

In terms of the cost of debt, the Taggart paper's results imply that a formal statement of

these effects can be written as:8

3

4

5

6
4

VS r,43""0 it" x (E-33)

r£3x E
V

+ r x D
D V

X ( l * t c )
(E-3b)

7 which imply

l-rp
753 =/A3+ rAn 'ro x l - t E

X
D
E

(E-3c)

8

9

10

0 .9 Therefore, if the personal tax

12

13

14

15

16

17

Suppose, for example, that to = 35 percent, ti = 7.7 percent and tI) = 40 percent. Then

[(1-- tn)/(1 .- to )] = 0.65 : (1 - to) . That condition corresponds to Miller's 1977 paper, in

which the net personal tax advantage of equity fully offsets the net corporate tax

advantage of debt. Note also that in that case, tN

advantage on equity fully offsets the corporate tax advantage on debt, Equation (E-3a)

confirms that the overall alter-tax cost of capital is a constant.

However, it is unlikely that the personal tax advantage of equity fully offsets the

corporate tax advantage of debt. If taxes were all that mattered (i.e., if there were no

other costs to debt), the overall after-corporate-tax cost of capital would still fall as debt

was added, just not as fast.

9

8 The net all-tax effect of debt on the overall cost of capital, tn, equals {[tc+tE-tD- (tcxtE)] / (1 ~tE)}, where to
is the personal tax rate on debt, as before. This measure of net tax effect is designed for use with the cost of
debt in Equation (E-3a), which seems more useful in the present context. The Taggart paper works with a
similar measure, but one which is designed for use with the cost of risk~free equity in the equivalent
Taggart equation.

In the above example, tN = {[0.35+0.0770.4(0.35D0.077)] / (I .00.077)} = 0.0/0.923 = 0.
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Finally, note that the overall after-tax cost of capital, Equation (E-3b), still uses the

corporate tax rate even when personal taxes matter. Equations (E-2b) and (E-3b) both

correspond to the usual formula for the ATWACC. Personal taxes affect the way the cost

of equity changes with capital structure - Equation (E-3c) -- but not the formula for the

overall after-tax cost of capital given that cost of equity

NON-TAX EFFECTS

QS.7

8

9

10

A9 .

Please describe the non-tax effects of debt

If debt is truly valuable, finns should use as much as possible, and competition should

drive firms in a particular industry to the same, optimal capital structure for the industry

If debt is harmful on balance, finns should avoid it. Neither picture corresponds to what

we actually see. A large economic literature has evolved to try to explain why.

12

13

14

15

16

17

Part of the answer clearly is the costs of excessive debt. Here the results cannot be

reduced to equations, but they are no less real for that fact. As companies add too much

debt, the costs come to outweigh the benefits. Too much debt reduces or eliminates

financial flexibility, which cuts the Finn's ability to take advantage of unexpected

opportunities or weather unexpected difficulty. Use of debt rather than internal financing

may be taken as a negative signal by the market.

18

19

20

21

22

23

24

Even if the company is generally healthy, more debt increases the risk that the company

cannot use all of the interest tax shields in a bad year. As debt continues to grow, this

problem grows and others may crop up. Management begins to worry about meeting

debt payments instead of making good operating decisions. Suppliers are less wil l ing to

extend trade credit, and a liquidity shortage can translate into lower operating profits.

Ultimately, the firm might have to go through the costs of bankruptcy and reorganization.

Collectively, such factors are known as the costs of "financial distress."l°

10 See, for example, Section 18.3 of Brealey,Myers and Allen, 2006, Prinezples of Corporate Finance, 8'h
Edition, McGraw-Hill/Irwin, 2006.
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The net tax advantage to debt, if positive, is affected by costs such as a growing risk that

the Timi might have to bear the costs of financial distress. First, the expected present

value et these costs offsets the value added by the interest tax shield. Second, since the

likelihood of financial distress is greater in bad times when other investments also do

poorly, the possibility of financial distress will increase the risks investors bear. These

effects increase the variability of the value of the firm. Thus, firms that use too much

debt can end up with a higher overall cost of capital than those that use none.

8

9

10

12

13

14

15

Other parts of the answer include the signals companies send to investors by the decision

to issue new securities, and by the type of securities they issue. Other threads of the

literature explore cases where management acts against shareholder interests, or where

management attempts to "time" the market by issuing specific securities under different

conditions. For present purposes, the important point is that no theory, whether based on

taxes or on some completely different issue, has emerged as "the" explanation for capital

structure decisions by firms. Nonetheless, despite the lack of a single "best" theory, there

is a great deal of relevant empirical research.

Q10.16

17

18

19

20

21

A10.

What does that research show?

The research does not support the view that debt makes a material difference in the value

of the Finn, at least not once a modest amount of debt is in place. If debt were truly

valuable, competitive finns should use as much debt as possible short of producing

financial distress, and competitive firms that use less debt ought to be less profitable.

The research shows exactly the opposite.

22

23

24

25

For example, Kesterll found that firms in the same industry in both the U.S. and Japan do

not band around a single, "optimal" capital structure, and the most prolitable fimis are the

ones that use the least debt. This finding comes despite the fact that both countries at the

time (unlike the U.S. currently) had fully "classical" tax systems, in which dividends are

l l Carl Kester (1986), "Capital and Ownership Structure: A Comparison of United States and Japanese
Manufacturing Concerns,"Financial Management, 1525- I6.
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taxed fully at both the corporate and personal level. Wald" confirms that high

profitability implies low debt ratios in France, Germany, Japan, the U.K., and the U.S.

Booth et al. find the same result for a sample of developing nations." Fama and French'4

analyze over 2000 firms for 28 years (l965-1992, inclusive) and conclude, "Our tests

A paper by Grahamléthus produce no indication that debt has net tax benefits."15

carefully analyzes the factors that might have led a firm not to take advantage of debt. It

confirms that a large proportion of firms that ought to benefit substantially firm use of

additional debt, including large, profitable, liquid firms, appear not to use it "enough."

9

10

12

13

14

15

16

17

This research leaves us with only three options: either (1) apparently good, profit-

generating managers are making major mistakes or deliberately acting against

shareholder interests, (2) the benefits of the tax deduction on debt are less than they

appear, or (3) the non-tax costs to use of debt offset the potential tax benefits. Only the

first of these possibilities is consistent with the view that the tax deductibility of debt

conveys a material cost advantage. Moreover, if the first explanation were interpreted to

mean that otherwise good managers are acting against shareholder interests, either

deliberately or by mistake, it would require the additional assumption that their

competitors (and potential acquirers) let them get away with it.

12 John K. Wald (1999), "How Firm Characteristics Affect Capital Structure: An International Comparison,"
Journal ofFinanciaI Research, 22: l61-167.

13 Laurence Booth et al. (2001), "Capital Structures in Developing Countries," The Journal ofFinanee Vol.
LVI, pp. 87-130, finds at p. 105 that "[o]verall, the strongest result is that profitable firms use less total
debt. The strength of this result is striking ..."

14 Eugene F. Fama and Kenneth R. French (1998), "Taxes, Financing Decisions and Firm Value,"The Journal
of Finance, 53:819-843.

15 Ibid., p- 841.

16 John R. Graham (2000), "How Big Are the Tax Benefits of Debt," The Journal of Finance, 55: 1901~1942.
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l Q11.

3 All.

Are there any explanations in the financial literature for this puzzle other than

stupid or self-serving managers at the most profitable firms?

Yes. For example, Stewart C. Myers, a leading expert on capital structure, made it the

topic of his Presidential Address to the American Finance Association.' ' The poor

performance of tax-based explanations for capital structure led him to propose an entirely

different mechanism, the "pecking order" hypothesis. This hypothesis holds that the net

tax benefits of debt (i.e., corporate tax advantage over personal tax disadvantage) are at

most of a second order of importance relative to other factors that drive actual debt

decisions." Similarly, Baker and Wurgler (2002)" observe a strong and persistent

impact that fluctuations in market value have on capital structure. They argue that this

impact is not consistent with other theories. The authors suggest a new capital structure

theory based on market timing -- capital structure is the cumulative outcome of attempts

to time the equity market." In this theory, there is no optimal capital structure, so market

timing financing decisions just accumulate over time into the capital structure outcome

(Of course, this theory only makes sense if investors do not recognize what managers are

doing.)

Q12.17

18

19

20

A12.

Do inter-firm differences within an industry explain the wide variations in capital

structure across the firms in an industry

No. This view is contradicted by the empirical research. As mentioned before, it has

long been found that the most profitable firms in an industry, i.e., those in the best

position to take advantage of debt, use the least." Graham (2000) carefully examines

differences in firm characteristics as possible explanations for why firms use "too little

Stewart C. Myers (1984), "The Capital Structure Puzzle," The Journal ofFinanee,39: 575-592. See also S
C. Myers and N. S. Majluf (1984), "Corporate Financing Decisions When Firms Have Information
Investors Do Not Have," Journal of Financial Economics l3:l87-222

See also Stewart C. Myers (1989), "Still Searching for Optimal Capital Structure,"Are the Distinetions
Between Debt and Equity Disappearing?,R.W. Kopke and E. S. Rosengren, eds., Federal Reserve Bank of
Boston

Malcolm Baker and Jeffrey Wurgler (2002), "Market Timing and Capital Structure," The Journal of
Finance 57:1-32

Ibid., p. 29

For example, Kester,op. cit. and Wald, op. cit
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debt and concludes that such differences are not the explanation: fills that ought to

benefit substantially from more debt by all measurable criteria, if the net tax advantage of

debt is truly valuable, voluntarily do not use it."

Nor does the research support the view that firms are constantly trying to adjust their

capital structures to optimal levels. Additional research on the pecking order hypothesis

demonstrates that firms do not tend towards a target capital structure, or at least do not do

so with any regularity, and that past studies that seemed to show the contrary actually

lacked the power to distinguish whether the hypothesis was true or not.23 In the words of

the Shyam-Sunder - Myers paper p. 242, "If our sample companies did have well-defined

optimal debt ratios, it seems that their managers were not much interested in getting

there."

12 II. EXPANDING THE EXAMPLE FROM THE DIRECT TESTIMONY

13

14

Q13.

AIR.

What topics do you cover in this section?

My direct testimony did not detail the impact of different starting points for the level of

debt nor did it address income earned on the investment, interest expense, or taxes. This

section covers these topics. First, it discusses how the level of debt affects the cost of

equity. Second, it addresses the influence of income and interest on the investment.

Third, it explains the impact of taxes on capital structure decisions. The final topic

covered in this section is the combined consequence of tax and non-tax effects of debt.

While not contradicting Graham's finding that differences in firm characteristics do not explain capital
structure differences, Nengjiu Ju, Robert Parrino, Allen M. Poteshman, and Michael S. Weisbach, "Horses
and Rabbits? Trade-Off Theory and Optimal Capital Structure," Journal of Financial and Quantitative
Analysis, June 2005, pp. 1-24, looks at the issue in a different manner. Their paper uses adynamic rather
than static model to analyze the tradeoff between the tax benefits of debt and the risk of financial distress.

ends that bankruptcy costs by themselves are enough to explain observed capital structures, once
dynamic effects are considered. This means debt is not as valuable as suggested by the traditional static
analysis (of the sort used by Graham).

Lakshmi Shyam-Sunder and Stewart C. Myers (l999), "Testing static tradeoff against peckingorder models
of capital structure,"Journal of Financial Economics 51 :219-244.
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1 A. DETAILS OF DIFFERENT LEVELS OF DEBT

2
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4
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6
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Q14. Please repeat briefly the setup in the example discussed in the direct testimony.

A l 4 . The example considered an investor who purchases $100,000 in real estate. The future

value of the real estate is uncertain. Figures 2 and 3 in my direct testimony show how the

return on equity to the investor differs if he finances the purchase with 100 percent equity,

and if he finances it with 50 percent equity and 50 percent mortgage debt. The example

illustrates the fact that debt adds risk to equity.

Q15. What happens if the investor finances the real estate purchase with different

proportions of debt?

8

9

10

11

12

13

A15. The equity return becomes more variable when the mortgage percentage is a greater

proportion of the initial price. Table E-l below calculates the return on equity when real

estate prices increase by 10 percent when mortgages are 0 percent, 30 percent, 50 percent,

and 70 percent of the initial price.

Table E-1: The Impact of Leverage on the Return on Equity

14

15

16

17

18

19

Note that going from 70 percent equity down to 50 percent equity increases the return on

the equity investment by 5.7 percent while going from 50 percent equity to 30 percent

equity increases the return on equity by 13.3 percent. This illustrates a general point, the

rate of return on equity increases more quickly at higher levels of debt than at lower

levels. Investors demand a higher equity rate of return to bear more risk and debt

magnifies equity's risk at an ever increasing rate. Therefore, the required equity rate of
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1

2

3

return goes up at an ever increasing rate as debt is added. This is not only basic finance

theory, it is the everyday experience of anyone who buys a home. The bigger the

mortgage, the more percentage risk the equity faces from changes in housing prices.

4 B. THE IMPACT OF INCOME AND INTEREST

Q16. How does earning income from the investment and paying interest on debt affect the5

6

7

8

9

10

11

12

A16.

results?

In the following explanation, I ignore income taxes which I deal with in Section C below.

Assume the investor isreceiving income, e.g., rent, from the real estate. Specifically,

assume the investor receives $500 per month in income after all non-interest expenses

($6,000 per year). Also, assume that the expected appreciation is 5 percent per year, so

the expected market value is $105,000 after one year. Then the expected rate of return

torn the real estate with all equity financing is:

Expected Return on
Equity @0% debt

Expected Net Income + Expected Appreciation

Initial Investment

$6,000 + ($105,000 - $l00,000)
$100,000

11%

13

14

15

Now suppose that the mortgage interest rate were 5 percent. Then at a mortgage equal to

50 percent, or $50,000, interest expense would be ($50,000 x 0.05), or $2,500. The

expected equity rate of return would be:

Expected Return on
Equity @ 50% debt

Expected (Net Income + Appreciation) -- Inf. Expense

Initial Equity Investment

$6,000 + $5,000 - $2,500
$50,000

17%

16 Notice that the expected return on equity is higher as is the risk carried by equity.
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Q17. Can you provide a more general illustration?

Yes. Figure E-1 uses these assumptions at different mortgage levels to plot both (i) the

expected rate of return on the equity in the real estate, and (ii) the realized rate of return

on that equity in a year if the real estate value increases by 10 percent more than the

expected 5 percent rate (i.e., if the value increases by 15 percent) or by 10 percent less

than expected (i.e., if it decreases by 5 percent).24

7

8

9

10

11

FigureE-1

The expected rate of return on equity increases at an increasing rate as the investor

finances more and more of the real estate through loans (e.g., with a mortgage). Since

equity bears all the risk of increases or decreases in real estate values (absent financial

distress or bankruptcy), the amount of risk the buyer bears grows at an ever increasing

rate as the mortgage percentage also increases.

24 For simplicity, the figure assumes the debt's interest rate is independent of the debt proportion. This might
not always be true, and in general would not be true for a corporation that issued debt. However, the
general shape of the graphs remains the same.
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Q18. What are the implications of this example?

Al 7 . When a company uses debt to finance part an investment, the risk magnifies. For

example, if an investor buys stocks "on margin" -- by borrowing part of the money used

to buy the stock -- the expected rate of return will be higher as will the risks the investor

carries. As an everyday example, imagine investing your retirement savings in a stock

portfolio bought with as much margin as possible. If you were lucky, you could end up

living very well in retirement. However, it is very risky and likely you would have lost

substantial value over the past year. Specifically, your portfolio could decline by more

than 100 percent of your initial investment. The same risk-magnifying effects happen

when companies borrow to finance part of their investments.

11 c . THE EFFECT OF TAXES

12

13

14

15

Q19. What is the impact of taxes?

A18. Analyzing the net effect of taxes in capital structure decisions by corporations is an

important part of the financial research. The bottom line is that taxes complicate the

picture without changing the basic conclusion.

16

17

18

19

20

21

22

23

Q20.
A19.

Please describe the potential impact of taxes.

Interest expense is tax-deductible for corporations. That increases the pool of cash the

corporation gets to keep out of its operating earnings (i.e., its earnings before interest

expense). With no debt, 100 percent of operating income is subject to taxes. With debt,

only the equity part of the operating income is subject to taxes. All else equal, the extra

money kept from operating income increases the value of the corporation. The standard

way to recognize that increase in value is to use an after-tax weighted-average cost of

capital as a discount rate when valuing a company's operating cash flows.

24

25

26

27

Q21. Do personal taxes affect the value of debt, too?

A20. Yes, but in the other direction. One offset to debt's tax benefits at the corporate level is

its higher tax burden at the personal level. Investors care about the money they get to

keep alter all taxes are paid, and while the corporation saves taxes by opting for debt over
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1

2

equity, individuals pay more taxes on interest than on capital gains from equity (and for

now, on dividends as well).

3

4

5

6

7

Q22. Are there factors other than taxes matter?

A2I . Yes. The "all else" does not remain equal as more debt is added. The more debt, the

more the non-tax effects of debt offset the tax benefits. Other costs include such effects

as a loss of flexibility, the possibility of sending negative signals to investors, and a host

of costs and risks associated with the danger of financial distress.

Q23. Does the tradeoff between the tax and non-tax effects of debt mean that firms have

well-defined, optimal capital structures?

8

9

10

11

12

13

14

15

16

17

18

19

20

A22. No, the "tradeoff" model does not explain actual corporate behavior. Economic research

confirms that real-world corporations act as i£ after a moderate amount of debt is in place,

the tax benefits of debt are not worth debt's other costs. In country after country and in

industry after industry, the most profitable corporations in an industry tend to use the

least debt. Economic research finds that the most profitable companies tend to use the

least debt in a given industry. Yet these are the companies with the most operating

income to shield from taxes, who would benefit most if interest tax shields were truly

valuable net of debt's other costs. They also presumptively are the best-managed on

average (else why are they the most profitable?). This means it is unrealistic to suppose

that more debt is always better, or that greater tax savings due to higher interest expense

always add value to the firm on balance.

Q24. If the tradeoff model doesn't explain capital structure decisions by firms, is there a

model that does?

21

22

23

24

25

A23. No single model has (yet) emerged as 'the" explanation of capital structure. However,

several alternative models attempt to model the tradeoff (e.g., the "pecking order"

hypothesis and "agency cost" explanations) .
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A24.

What does the absence of an agreed theory of capital structure in the financial

literature imply about the overall effect of debt on the value of the firm?

The findings of the financial literature mean that within an industry, there is no well-

defined optimal capital structure. The use of some debt does convey some value

advantage in most industries, but that advantage is offset by other costs as firms add more

debt.25 The range of capital structures over which the value of the firm in any industry is

maximized is wide and should be treated as flat. The location and level of that range,

however, does vary from industry to industry, just as the overall cost of capital varies

from industry to industry.

10

12

13

14

15

16

Figure E-2 illustrates the picture that emerges from the research. This figure shows the

present value of an investment in each of four different industries. For simplicity, the

investment is expected to yield $1 .00 per year forever. For firms in relatively high-risk

industries (Industry l in the graph, the lowest line), the $1 .00 perpetuity is not worth

much and any use of debt decreases firm value. For firms in relatively low-risk industries

(Industry 4 in the graph), the perpetuity is worth more and substantial amounts of debt

make sense. Industries 2 and 3 are intermediate cases.

17

18

19

20

21

The maximum net rate at which taxes can increase value in this figure equals 20 percent

of interest expense, representing a balance between the corporate tax advantage to debt

and the personal tax disadvantage. The figure plots the maximum possible impact of

taxes on value as a separate line, starting at the all-equity value of the lowest-risk industry

(Industry 4).

25 Note that if debt did increase the value of the firm materially, competition would tend to take that value
away, since issuing debt is an easy-to-copy competitive strategy. Prices would fall as firms copied the
strategy, lowering operating earnings and passing the net tax advantages to debt through to customers (just
as happens under rate regulation). Therefore, if also there were a narrow range of optimal capital structures
within an industry, competition would drive all firms in the industry to capital structures within that range.
This does not happen in practice, which contradicts one or both of the assumptions, i.e., (1) that debt adds
material value on balance, and/or (2) that there is a narrow range of optimal capital structures.
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Maximum Possible Value Due to Net Tax Advantage of Debt for Industry 4
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Figure E-2

Figure E-2 identifies a particular point as the maximum value on each of the four curves.

However, the research shows that reliable identification of this maximum point, except in

the extreme case where no debt should be used, is impossible. In accord with the

research, the graph is prepared so that in none of the industries does a change in capital

structure make much difference near the top of the curve. Even Industry 4, which

increases in value at the maximum rate as quite a lot of debt is added, eventually must

reach a broad range where changes in the debt ratio make little difference to firm value,

given the research. For Industry 4, debt makes less than a 2 percent difference in the total

value of the firm for debt-to-value ratios between 40 and 70 percent.

10

11

12

13

14

Q26.

A25. Figure E-3 plots the after-tax weighted-average costs of capital ("ATWACCs") that

correspond to the value curves in Figure E-2. This picture just turns Figure E-2 upside

down. All the same conclusions remain, except that they are stated in terms of the overall

cost of capital instead of the overall firm value. In particular, except for high-risk

What does this imply for the overall cost of capital?



Illustrative ATWACC Curves that Correspond to the
Value Curves in Figure 1 for the Four Different Industries
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l

2

3

4

industries, the overall cost of capital is essentially flat across a broad middle range of

capital structures for each industry, which is the only outcome consistent with the

research. For Industry 4, for example, the ATWACC changes by less than 15 basis

points for debt-to-value ratios between 40 and 70 percent.

Q27.5

6

7

8

9

10

l l

A26.

Figure E-3

How does this discussion relate to estimation of the right cost of equity for

ratemaldng purposes?

When an analyst estimates the cost of equity for a sample of companies, s/he does so at

the sample's actual market-value capital structure. That is, the sample evidence

corresponds to ATWACCs that are already out somewhere in the broad middle range in

which changes in the debt ratio have little or no impact on the overall value of the firm or

the ATWACC.

12

13

The ATWACC curve is therefore virtually flat in a broad middle range. This assumption

provides the tradeoff between the cost of equity and capital structure.
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1 D. COMBINED EFFECTS

Q28.2
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1 6

A27.

Please summarize the implications for the combined impact of the tax and non-tax

effects of debt.

The most profitable firms do not behave as if the precise amount of debt they use makes

any material difference to value, and competition does not force them into an alternative

decision, as it would if debt were genuinely valuable. The explanation that tits the facts

and the research is that within an industry, there is no well-defined optimal capital

structure. Use of some debt does convey an advantage in most industries, but that

advantage is offset by other costs as firms add more debt. The range of capital structures

over which the value of the firm in any industry is maximized is wide and should be

treated as flat. The location and level of that range, however, does vary from industry to

industry, just as the overall cost of capital varies from industry to industry. To conclude

that more debt does add more value, once the firm is somewhere in the normal range for

the industry, is to conclude that corporate management in general is either blind to an

easy source of value or otherwise incompetent (and that their competitors let them get

away with it).

1 7

1 8

1 9

2 0

2 1

2 2

2 3

The finding that there is no narrowly defined optimal capital structure implies that the

ATWACCs for a sample of companies in a given industry is independent of capital

structure (at least within a broad middle range of capital structures). The cost of equity

for a rate-regulated company in the same industry is the number that yields the same

ATWACC at the capital structure used to set the revenue requirement, since that is the

cost of equity that (estimation problems aside) the sample companies would have had if

their market-value capital structures had been equal to the regulatory capital structure.
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EXECUTIVE SUMMARY

2
3
4

5

6

7

8

9

10

11

Dr. Bente Villadsen, a Principal at The Brattle Group, filed direct testimony on the cost

of capital for Arizona-American's Anthem and Sun City water districts as well as for its

Anthem / Agua Fria, Sun City, and Sun City West waste water districts (collectively,

"Arizona~American Water") in July 2009, and is now filing rebuttal testimony in

response to the testimony submitted by Mr. William A. Rigsby on behalf of the

Residential Utility Consumer Office ("RUCO"). As Arizona-American Water has

accepted Staff's recommended cost of equity, Dr. Villadsen is not responding to the

Direct Testimony of Staff Witness Juan C. Manrique.

12

13

14

115
16

17

18

19

20

Mr. Rigsby's recommended 9.5% return on equity on 39.15% equity is too low to be

reasonable, It does not afford Arizona-American Water the opportunity to earn a

reasonable return on its assets and to successfully raise equity capital. The main reasons,

Mr. Rigsby finds such a low cost of equity is that he (i) fails to take Arizona-Arnerican's

financial risk into account, (ii) relies on an unconventional adjustment in his DCF

analysis, and (iii) includes cost of equity estimates below the cost of debt plus a minimum

equity risk premium of 100 basis points in his Capital Asset Pricing Model. Simple

modifications to Mr. Rigsby's cost of equity estimation methodology increases the

calculated cost of equity by at least 100 basis points.

21
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1 1. INTRODUCTION

Q1. PLEASE STATE YOUR NAME AND ADDRESS FOR THE RECORD.2

3

4

Al. My name is Berte Villadsen. My business address is The Brattle Group, 44 Brattle

Street, Cambridge, MA 02138.

QS. ARE YOU THE SAME BENTE VILLADSEN WHO FILED DIRECT

TESTIMONY IN THIS PROCEEDING?

5

6

7 AZ. Yes I am.

Qs. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS

PROCEEDING?

8

9

10

11

12

13

AS. I have been asked by Arizona-American Water Company ("Arizona-American Water" or

the "Company") to review and comment on the Direct Testimony of William C. Rigsby

("Rigsby Testimony") on behalf of RUCO and to review the Direct Testimony of Juan C.

Manrique ("Manrique Testimony") on behalf of the Arizona Corporation Commission

("Commission") Staff in this proceeding.

Q4. PLEASE SUMMARIZE THE RECOMMENDATIONS OF MR. MANRIQUE AND

MR. RIGSBY.

15

16

17

18

19

20

AS. The Manrique Testimony recommends that Arizona-American Water Company be

allowed a return on equity of 10.7% and a weighted average cost of capital of 7.2% while

the Rigsby Testimony recommends the an allowed return on equity of 9.5% and a

weighted average cost of capital of 6.77%.1

Q5. DO YOU BELIEVE A RETURN ON EQUITY OF REFLECTS

ACCURATELY THE COST OF EQUITY FOR ARIZONA-AMERICAN WATER

9.5%21

22

23

24

25

26

A5.

COMPANY?

No. First and foremost, I believe investors require a return that is higher than 9.50% and

that is especially true because financial markets remain turbulent. Second, the Rigsby

Testimony arrives at its recommendation using methods and procedures that are

1 Manrique Testimony, Executive Summary and Rigsby Testimony p. 7.
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unreasonable and unconventional such as relying on cost of equity estimates below the

cost of investment grade debt.

QS. HOW IS THE REMAINDER OF YOUR REBUTTAL TESTIMONY

ORGANIZED?

3

4

5

6

7

A6. Section III discusses the reasonableness of the return on equity Mr. Rigsby recommends.

Section IV discusses specifics of the Rigsby Testimony and re-calculates its cost-of-

equity estimates using more reasonable assumptions. Section V concludes.

8 11. A RETURN ON EQUITY OF 9.5% IS NOT REASONABLE

QS. HOW DOES THE RIGSBY TESTIMONY ARRIVE AT ITS RECOMMENDED

9.5% RETURN ON EQUITY?

A7.

9

10

11

12

13

114
15

16

17

18

19

20

21

22

23

The Rigsby Testimony applies several cost of equity estimation techniques to a sample of

4 water utilities and to a sample of 10 gas LDC companies resulting in a range of

estimates from 5.24 to 9.75 percent.2 First, combining historical and forward looking

growth rates, the Rigsby Testimony uses a sustainable growth DCF model to determine a

cost of equity figure for its water sample and for its gas LDC sample. The Rigsby

Testimony averages these two estimates to come up with a DCF-based cost of equity of

9.65%. Second, the Rigsby Testimony uses two versions of the Capital Asset Pricing

Model ("CAPM") to determine two cost of equity estimates for each of the two samples.

As for the DCF method, the Rigsby Testimony averages the four CAPM-based cost of

equity estimates and finds an average CAPM-based cost of equity of 6.28%.3

average of Mr. Rigsby's DCF and CAPM estimates is 7.96%, which the Rigsby

Testimony increases by approximately 150 basis points to get a recommendation of

9.50%, which "falls within the range of results that I obtained."4

The

24 QB. CAN YOU ELABORATE ON WHY YOU THINK THE RIGSBY TESTIMONY'S

25 RECOMMENDATION IS TOO LOW?

2 Rigsby Testimony p. 9.
3 Rigsby Testimony, Schedule WAR-I .
4 Rigsby Testimony p. 6.
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AB. There are several reasons why I believe the recommendation is too low. the

financial crisis of 2008-09 has eased but financial markets remain volatile and, as

explained in my Direct Testimony, volatility increases the risk premium investors require

to hold equity. Second, if l make simple and conservative adjustments to cost-of-equity

estimates provided in the Rigsby Testimony, I find a much more reasonable estimate.

Specifically, (i) discarding cost-of-equity estimates below the cost of investment grade

debt, (ii) taking Arizona-American Water Company's higher leverage into account, (iii)

eliminating the market-to-book adjustment in Mr. Rigsby's DCF estimates, lead to cost of

equity estimates in the range of 10.5 to 11.2 percent. This range is consistent with Staff" s

recommended cost of equity, which Arizona-American Water Company has accepted.

First,

11 QS. DO YOU HAVE A VIEW ON THE APPROPRIATENESS OF STAFF'S

RECOMMENDED ROE?12
13
14

.15
16
17

AS. Yes. The ROE level recommended by Staff is consistent with the ROE allowed by other

jurisdictions and within the range of what credit rating agencies consider appropriate for

a utility such as Arizona-American Water. For example, in Q4 2009, the average allowed

ROE for natural gas distribution companies was 10.4% and those companies had on

average higher equity and thus less financial risk than Arizona-American Water.5

Q10. PLEASE COMMENT ON THE IMPACT OF THE FINANCIAL CRISIS ON THE

COST OF CAPITAL AND SPECIFICALLY ON THE DISCUSSION IN THE

TESTIMONY OF MR. RIGSBY.

18

19

20

21

22

23

24

25

26

27

A10. As acknowledged in the Rigsby Testimony (pp. 49-51), the second half of 2008 and all of

2009 were turbulent times in financial markets with substantial government action.

Among the consequences of the financial turbulence were a very large increase in the

spread between utility and government bond yields, highly volatile stock prices, and

limited access to liquidity for many companies. While financial markets certainly have

improved, they have yet to fully recover. For example, Figure R-l, which is an updated

version of Figure 7 from my Direct Testimony shows that the spread between utility

5 Regulatory Research Associates, Major Rate Case Decisions - January 2009-December 2009, issued January 8,
2010. According to this publication, the average equity percentage for the gas utilities was 49.4%. I do not know
of public data that summarize allowed rates of return for water and wastewater utilities.
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1

2

borrowing rates and risk-free rates remains higher than in the recent past. The Figure is

attached to this testimony.

3

4

5

Because the borrowing rate for a utility is related to the yield on utility bonds,

information about utility bonds is, in my view, an important consideration, when

determining the cost of capital for a utility.

Q11. MORE BROADLY WHAT HAPPENS TO INVESTOR EXPECTATIONS

DURING TIMES OF FINANCIAL TURMOIL?

6

7

8

9

10

11

12

13

14

Al l . The facts that financial markets are in turmoil and stock market volatility has increased

dramatically mean that equity investors face increased uncertainty. Increased uncertainty

leads them to seek lower risk investments or to demand a higher expected rate of return

before they are willing to invest their money. In part, this is an explanation of why

market prices have fallen. The financial market distress means that the current market

risk premium ("MRP") is higher than it would otherwise be, Dimson, Marsh, and

Staunton (2008) appear to agree as they note:

15

16

17

Although credit spreads widened, credit fundamentals as measured by low default

rates remained at historically strong levels. This may indicate higher defaults to

come, an increase in risk aversion, a bigger premium for liquidity, or all three.6

18

19

As investors' risk aversion also increases during times of financial distress, there

can be little doubt that the MRP is currently higher than in the recent past.

Q12. WHAT BEARING DOES THIS HAVE ON WATER UTILITIES, WHICH

HISTORICALLY HAVE BEEN VIEWED AS RELATIVELY Low RISK?

20

21

22

23

A12. Debra G. Coy, a senior research analyst at the investment firm Jamey Montgomery

specializing in the water industry, noted, in testimony before the California PUC,

24
25

Water utilities have historically been viewed as low-risk,
predictable, regulated monopolies, and they have attracted equity

q

6 Elroy Damson, Paul Marsh, and Mike Staunton, 2008,Global Investment Returns Yearbook 2008, p. 25.
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investors who appreciated those characteristics. Now, investors are
more wary

1

2

3 and

4

5

6

7

8

9

[i]nvestors havecome to understand that 'low risk' water utilities in
fact carry a variety of potential risks, the largest of which is their
raising need to repair and replace aging infrastructure, resulting in
high cape requirements, low depreciation rates, and negative free
cash flow, along with the negative effects of regulatory lag on
earnings.7

10
11
12
13
14
15
16
17

Value Line documents this increase in systematic risk as the betas Value Line estimates

for the utility companies in the water sample have increased over time and are now

higher than those of, for example, gas LDC companies. Figure R-2 below also

demonstrates that water utility betas have not declined to the degree that has, for example

those of gas LDCs. Further, the water companies' beta did not decline until well into the

financial crisis. This indicate that water utility stock are moving in co-step with the

market - - when the market declines, so does utility stock. Put simply, investors in water

utility stock can expect to be exposed to substantial systematic risk (i.e., water utility

stock is not a safe haven based on this measure).

19

20

21

7 Debra G. Coy, "A Capital Markets View of Water Utilities," submitted to the California Public Utilities
Commission at the request of the CPUC Staff, January 30, 2009 ("Coy Testimony") p. 7.

I
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Figure R-2: Value Line Betas
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2 Source: Value Line, based on Rigsby Samples.

3

Q13. ARE VALUE LINE BETAS A RELIABLE MEASURE OF THE WATER

INDUSTRY'S SYSTEMATIC RISK?

4

5

6

7

8

9

10

11

12

A13. Yes. While the stocks of some publicly traded water companies trade relatively

infrequently, the impact hereof on estimated betas do not change significantly over time,

so the trend illustrated in Figure R-2 reflects an increase in the water industry's

systematic risk albeit the financial crisis impacted the trend. At the same time, there are

other indications that the overall risk of the industry is increasing. For example, the

industry has a significant need for infrastructure investments and faces unique water

supply risks in some jurisdictions. At the same time, the regulatory requirements

8 A recent discussion of this is found in the New York Times, "Saving U.S. Water and Sewer Systems Would
be Costly," March 14, 2010. See also,American Society ofCiviI Engineers' Infrastructure Report Card at
www.infrastructurereportcard.or,q
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1

2

3

4

imposed on the water industry are evolving. Hence the water industry is experiencing a

transition period which adds to the risk of the industry. As there is a positive relationship

between risk and return, the cost of equity necessarily has increased in the last couple of

years.

5

6

111. REASONABLE ADJUSTMENTS TO THE RECOMMENDED ROE IN THE

RIGSBY TESTIMONY

7 Q14. PLEASE EXPLAIN THE REASONABLE ADJUSTMENTS YOU MAKE TO MR.

8 RIGSBY'S CALCULATIONS.

9

10

11

12

13

15

A14. First, I note that Mr. Rigsby fails to take Arizona-American Water Company's higher

financial risk into account. I illustrate the impact of this using the Staffs book value

based approach as well as an implementation based on market values. Second, the

Rigsby Testimony makes an unconventional adjustment to the DCF model and fails to

take the fact that the cost of equity necessarily is higher than the cost of debt plus a risk

premium into account. The risk premium simply compensates equity holders for the fact

that equity carries more risk than debt.

Q15. PLEASE EXPLAIN THE FIRST ADJUSTMENTS YOU MENTIONED ABOVE.16

17

18

19

20

21

22

23

24

A15. The Rigsby Testimony fails to consider the additional risk Arizona~American Water

faces because it has more debt than comparable companies. It is common to take this

feature into account and, in this case, Staff Witness Manrique has taken the difference in

Arizona-American Water Company's and the sample companies' book value capital

structure into account. I implemented the same procedure as relied upon by staff using

Mr. Rigsby's data and found that an upward adjustment of 55 to 60\ basis points are

warranted using book value capital structures whereas an adjustment of 80 to 120 basis

points is warranted using the theoretically more correct market value capital structure
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relied upon in the estimation phase.9 The calculation of this adjustment is presented in

Schedules R-1, Panels A and B attached to this testimony.

Q16. PLEASE EXPLAIN HOW THE RIGSBY TESTIMONY DETERMINES ITS DCF3

4

5

6

AI6.

RESULTS.

The Rigsby Testimony relies on a constant growth DCF model with a sustainable growth

rate where the standard sustainable growth model states that

7

8

9

10

11

g

where

: b x r + s x v

b is the earnings retention ratio

r is the return on common equity

s is the growth in shares

v  = [(Market Value per Share) / (Book Value per Share) - 1]

(1)

(2-a)

12

13

14

915
16

Rigsby calculates the five-year historical and forecasted retention ratio, book return on

equity, book value per share, and growth in shares. Based on five-year historical

averages and forecasted growth rates, Rigsby decides on an internal growth rate.10 He

also estimates the share growth. However, the Rigsby Testimony relies on a model

where v is replaced by] 1

17 v* = {[(Market Value per Share) / (Book Value per Share) + 1] /2 - 1} (2-b)

18

19

20

21

22

23

As v* is less than v whenever the stock price per share is higher than the book value per

share, the formula in (2-b) results in a lower growth rate than the standard formula for

companies with a market-to-book (or price to book value per share) above one. The

simplest way to see the difference between (2-a) and (2-b) is to slightly rewrite the

formula. Let M denote the market value per share and B denote the book value per share.

Simple algebraic manipulations show that

24 v=$x(1v1-B)/B (3-a)

9 The figures are not necessarily consistent with those obtained by Staff because the Rigsby Testimony relied on a
different sample.

10 See Rigsby Direct p. 27 and Schedules WAR-4, WAR-5, and WAR-6.
11 Rigsby Direct, Schedule WAR-4, page 2.
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1 while (2-b) becomes

2
3
4

5

6

7

8

9

10

11

12

13

14

15

16

18

V*-=3X(M--Bl/2B (3-b)

Equation (3-a) is the standard version of the sustainable growth model that textbooks

present. It simply calculates growth in equity that shareholders contribute in excess of

book value from external financing. In contrast, the version presented in the Rigsby

Testimony (versions (2-a) and (2-b)) do not have a straightforward interpretation.

Instead, it arbitrarily reduces the growth contribution by equity holders as it assumes that

the market value will drop to approach the book value and do so in a manner that cuts the

long-term external growth in half. There is no theory that justifies this formula and the

Rigsby Testimony did not cite a textbook or scholarly article that demonstrates the

empirical validity of the assumption. Instead Mr. Rigsby cited testimony by another

ROE witness.12 Because Mr. Rigsby's adjustment to the standard sustainable growth has

no theoretical support and Mr. Rigsby has not provided empirical evidence that it is an

accurate description of real world phenomena, I find the adjustment unsupported and

modified the Rigsby Testimony's results using the textbook formula for the sustainable

growth.

19 Q17. WHAT ARE THE CONSEQUENCES OF THE RIGSBY TESTIMONY"S

MODIFICATION OF THE SUSTAINABLE GROWTH METHOD?20

21

22

23

24

25

26

27

A17. In essence, the adjustment lowers (increases) the sustainable growth rate when the

market-to-book ratio is higher (lower) than one. Table R-2 attached to this testimony

reports the results from using the data in the Rigsby Testimony's Schedules WAR-3 and

WAR-4 page 2, but removing the adjustment factor. For the water companies the cost-

of-equity estimate increases by about 80 basis points while the cost-of-equity estimate for

the gas LDC sample increases by about 35 basis points for an average increase of about

60 basis points in the DCF cost-of-equity estimate.

12 Rigsby Testimony p. 18.
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1

2

As can be seen from R-2, the impact of this one adjustment is significant and biases the

DCF estimates obtained in the Rigsby Testimony downward.

Q18. WHAT IS YOUR POINT THAT THE COST OF EQUITY NEEDS TO BE

HIGHER THAN THE COST OF DEBT PLUS A RISK PREMIUM?

3

4

5

6

7

8

9

10

11

12

13

14

15

116
17

18

19

A18. First, I note that a cost of equity estimate that is below the cost of debt plus an amount is

unreasonable. At the Federal Energy Regulatory Commission ("FERC"), it is common to

exclude ROE estimates that are lower than the yield on utility bonds of the same rating as

the target company plus 100 basis points.13 FERC's rationale for this is that equity is

riskier than debt and therefore ROE estimates below the cost of debt plus a risk premium

are not meaningflul.}4 Following FERC's approach of excluding estimates of the cost of

equity that are lower than the yield on Baa-rated utility bonds, only two CAPM estimate

meets that criteria as the Baa utility bond yield averaged 6.23% for the first 15 days in

March.l5 Using this approach to the CAPM, the Rigsby Testimony's results are

modified by eliminating all company-specific ROE results that are less than the cost of

debt plus 100 basis points. Specifically, I used the average yield on Baa-rated utility

bonds for the first 15 days in March. The results of this analysis is presented in Schedule

R-3 attached to this testimony and shows that failing to consider that equity is riskier than

debt downward biases the ROE estimates by approximately 60 basis points. In this

analysis I relied on Mr. Rigsby's analysis using his arithmetic risk premium.

Q19. DO YOU HAVE ANY PRELIMINARY COMMENTS ABOUT THE CAPM

RESULTS OBTAINED BY THE RIGSBY TESIMONY?( I WOULD MOVE THIS

POINT To LATER IN YOUR TESTIMONY-I NOTE IT LATER on PAGE 9)

20

21

22

23

24

25

26

27

A19. Yes. Two of CAPM estimates presented in Schedule WAR-1 are lower than the current

yield on Baa-rated utility bonds, which simply makes no sense. The cost of equity is

higher than the cost of investment grade debt. Further, the average CAPM-based cost of

equity estimate is essentially equal to the current yield on Baa~rated utility bonds, which

simply indicate that the estimate is flawed. As of March 15, 2010, the yield on Moody's

13 FERC has not ordered a specific number of basis points but used 100 bps in several orders.
14 See, for example, FERC Order 445, 92 FERC 1;61,007.
l'r See Rigsby Schedule WAR-7.
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Baa-rated utility bonds was approximately 6.2% or 8 basis points below the average

CAPM estimate provided in the Rigsby Testimony. no Even though the Rigsby Testimony

recommends a return on equity in the high end of its estimated range, it is too low to

reflect the return investors currently require

Q20. DID YOU FIND ANY OTHER PROBLEMS WITH MR. RIGSBY'S CAPM?5

6 A20. Yes. In addition to relying on cost of equity estimates that are below the cost of debt, the

Rigsby Testimony relies on a medium term government bond in its estimation of the

CAPM. While the theoretical CAPM was developed using short-tenn risk-free rates,

most practitioners rely on long-term risk-free rates because long-term risk-free rates are

less influenced by current monetary policy. It is uncommon to see intermediate risk-free

rates relied upon. At the moment, all shorter term government instruments have a very

low yield, this downward biases the results. Also, the Rigsby Testimony presents two

versions of the CAPM of which one relies on geometric measures of the market risk

premium. While the magnitude of the market risk premium currently is the subject of

scrutiny in the academic literature," there is little doubt among academics that the

geometric market risk premium does not apply to cost-of-capital estimation. For

example, Ibbotson Associates state

The equity risk premium data presented in this book are arithmetic
average risk premier as opposed to geometric average risk premier. The
arithmetic average equity risk premium can be demonstrated to be most
appropriate when discounting future cash flows. For use as the expected
equity risk premium in either the CAPM or the building block approach,
the arithmetic mean or the simple difference of the arithmetic means of
stock market returns and riskless rates is the relevant number. This is
because both the CAPM and the building block approach are additive
models, in which the cost of capital is the sum of its parts. The geometric
average is more appropriate for the reporting past performance, since it
represents the compound average return

Similarly, theNew Regulatory Finance text by Roger A. Morin (2006) argues that

Bloomberg as of March 17, 2010
See Villadsen Appendix C for a detailed discussion
Morningstar Ibbotson SBBI 2009 Valuation Yearbook, p. 59
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1

2

3

4

5

6

7

8

Only arithmetic means are correct for forecasting purposes and for
estimating the cost of capital. There is no theoretical or empirical
justification for the use of geometric mean rates of returns as a measure of
the appropriate discount rate in computing the cost of capital or in
computing present values. There is no dispute in academic circles as to
whether the arithmetic or geometric average should be used for purposes
of computing the cost of capital.19

9 Finally, the text by Bode, Kane, and Marcus (2005) states:

10

11

12

13

14

15

16

[l]f our focus is on future performance, then the arithmetic average is the
statistic of interest because it is an unbiased estimate of the portfolio's
expected return (assuming, of course, that the expected return does not
change over time), In contrast, because the geometric return over a
sample period is always less than the arithmetic mean, it constitutes a
dowr vard-biased estimator of the stock's expected return in any future
year.

17

18

For these reasons and because all estimated figures are below the cost of debt plus 100

basis points, this analysis should be ignored.

19 Q21. PLEASE SUMMARIZE YOUR MODIFICATIONS TO THE RIGSBY

20 TESTIMONY'S CALCULATIONS.

21 A l l . Table 1 below summarizes the impact of the three adjustments discussed above.

19 Roger A. Morin (2006), New Regulatory Finance,Public Utilities Reports, Inc., ("Morlln (2006)"), pp. 116-117.
20 Zvi Bode, Alex Kane, and Alan J. Marcus (2005), Investments, 6'th Edition, McGraw-Hill, p. 865.
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Table 1: Rigs by Modified Analysis

Water Gas LDC

Rigsby DCF
Reversing M/B Adjustment
Revised DCF

9.75%
0.80%
10.56%

9.55%
0.36%
9.91%

Rigsby Arithmetic CAPM
Eliminating Estimates below CoD + 1%
Revised CAPM

7.46%
0.76%
8.23%

6.52%
emf
emf

Median 9.91%

0.56%
0.79%

11.19%

Adjustment for financial Risk - book value
Adjustment for financial Risk - market value

Median Range after Adjustment

0.56%
1.28%

10.47% to
1

2

3

4

5

6

7

I note that all three adjustments are warranted. Because the modification to the CAPM

model leaves only two companies available for the estimation process, of which one has

recently restated its financials, I believe the median is more representative of the results

than the average, which would assign a very large weight to those two companies. The

median result of the modified Rigsby analysis result in a ROE range of 10.5 to l 1.2%, so

that Staff's recommendation falls within that range.

8 Iv. CONCLUDING REMARKS

Qzz. DO YOU HAVE ANY OTHER COMMENTS ON THE TESTIMONY OF MR.

RIGSBY?

9

10

11

12

13

14

15

16

17

A22. Yes. Cm pages 37-39, the Rigsby Testimony cites recent improvements in capital

markets as one reason why an ROE of 9.5% is appropriate for Arizona-American Water.

While I certainly agree that financial markets have improved substantially over the last

year, I believe investors remain cautious about investing because of the recent experience

and because the economy faces many risks going forward with a record level federal

debt, a continual troubled real estate market, etc. Therefore, the necessity to ensure that

Arizona-American Water Company earns a return that enables it to maintain access to

l
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1

2

financial markets to finance infrastructure and operating needs continues to be a critical

factor.

3 Q23. YOU DID NOT ADDRESS STAFF'S APPROACH TO COST OF EQUITY

ESTIMATION. DOES THAT MEAN YOU AGREE WITH THE

METHODOLOGY?

4

5

6

7

A23. Not necessarily. Because the Company has accepted Staffs recommendation, I did not

include a rebuttal of Staff' s Testimony.

Q24. YOU DO NOT ADDRESS ALL ISSUES OR FINDINGS DISCUSSED IN THE

.RIGSBY TESTIMONY. DOES THAT IMPLY THAT YOU ACCEPT THEIR

POSITIONS OR FINDINGS?

8

9

10

11 A24. No, not necessarily.

Q25. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?12

13 A25. Yes.

14
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Figure R-1: US Bond Yields from January 2002 to February 2010
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Schedule R-1, Panel A: Adjusting for Financial Risk
(book value capital structure)

Water Utilities Gas LDC

/

Value Line Beta
Raw Beta
Average Book Equity
Tax Rate
Unlevered Beta
Company Book Equity
Relevered Beta
Relevered Adj. Beta
Risk Free Rate
Market Risk Premium
COE with Relevered Beta
Original CoE
Leverage Adjustment

0.83
0.71
49%
34%
0.42

39.15%
0.85
0.92

2.43%
6.10%
8.02° /o
7.46%
0.56%

0.67
0.48
53%
34%
0.30

39.15%
0.61
0.76

2.43%
6.10%
7.07%
6.52%
0.56%

Sources: Rigsby WAR-7 and WAR-9
Staff Workpapers provide methodology

iii
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Schedule R-1, Panel B: Adjusting for Financial Risk
(market value capital structure)

Water Utilities Gas LDC

Value Line Beta
Raw Beta
Average Book Equity
Tax Rate
Unlevered Beta
Company Book Equity
Relevered Beta
Relevered Adj. Beta
Risk Free Rate
Market Risk Premium
COE with Relevered Beta
Original CoE
Leverage Adjustment

0.83
0.71
62%
34%
0.50

39.15%
1.02
1.04

2.43%
6.10%
8.74%
7.46%
1.28%

0.67
0.48
60%
34%
0.33

39.15%
0.67
0.80

2.43%
6.10%
7.31%
6.52%
0.79%

Sources: Rigsby WAR-7 and WAR-9
Staff Workpapers provide methodology
Villadsen Direct Testimony Table BV-4 and BV-16

iv



Arizona-American Water Company
Rebuttal Testimony of Banta Villadsen
Docket Nos. W-01303A-09-0343: SW-01303A-09-0343

Schedule R-2: Recalculating Rigs by Sustainable Growth

Internal
Growth

Share
Growth

Market to External

GrowthRevisiting Rigs by DCF Dividend Yield
Sustainable

Growth

Estimated
Cost of
Equity
Capital

5.00%

Water Utilities

AMERICAN STATES WATER CO

CALIFORNIA WATER SERVICE GROUP

SOUTHWEST WATER COMPANY

AQUA AMERICA. INC

AVERAGE

3.19%

3.29%

3.34%

6.25%

6.00%

n.

5.00%

1.10%

0.55%

%

1.48%

M

0.56%

10.13%

7.48%

%

%

13.12%

10.68%

9.43%

9.00%

10.56%

5.50%

4.10%

450%

1.00%

3.75%

3.25%

6.12%

4.G2%

4.62%

356%

4.45%

0.86%

1.34%

1.59%

0.22%

0.78%

684%

4.72%

503%

10.84%

9.59%

10.45%

10.49%

9.17%

4.14%

4.27%

3.33%

4.51%

4.50%

n

5.75%

7.00%

4.50%

4.40%

1_00%

0.01%

1.50%

2.50%

m,

1.57%

Gas LDC

AGL RESOURCES. INC

ATMOS ENERGY CORP

LACLEDE GROUP. INC

NEW JERSEY RESOURCES CORPORATION

NICOR. INC

NORTHWEST NATURAL GAS CO

PIEDMONT NATURAL GAS COMPANY

SOUTH JERSEY INDUSTIES. INC

SOUTHWEST GAS CORPORATION

WGL HOLDINGS. INC

AVERAGE

0.05%

4.75%

4.45%

9.90%

12.84%

8,08%

%

9.91%

Average of Water and Gas LDC I 10.23% |

[1] Rigsby WAR-3
[2] Rigsby WAR-4, page 1
[3]-[4] Rigsby WAR-4 page 2

[5] : [3] X ([4] - t)
[6] : [2] + [5]
[7] : [1] + [5]
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Schedule R-3: Modifying Rigs by's CAPM

As Filed
[1]

Modified

[2]

Water Using Geometric MRP
Gas LDC Using Geometric MRP
Water Using Arithmetic MRP
Gas LDC Using Arithmetic MRP

5.90%
5.24%
7.46%
6.52%

emf
emf

8.23%
emf

[1]: Rigsby Schedule WAR-7
[2]: Eliminating all results below cost of debt plus 100 bps

vi
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Anthem Water District, Sun City Water District, Anthem / Agua Fria Wastewater District, Sun

City Wastewater District and Sun City West Wastewater District:

Schedule A~l Rebuttal

Schedule B~1 Rebuttal

Schedule B-2 Rebutall

Schedule B~5 Rebuttal

Schedule B~6 Rebuttal

Schedule C~1 Rebuttal

Schedule C-2 Rebuttal

Schedule C-3 Rebuttal

Schedule D-1 Rebuttal
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1

Executive Summary2

3
4
5
6
7

Mr. Lenderking first testifies regarding water conservation in the Anthem Water District. In
compliance with Decision No. 70372, Arizona-American has implemented six Best Management
Practices ("BMPs"), and the BMPs chosen are from Categories I, 3, 4, and 7.

8
9

10
11

In Category 1, the public awareness, local and/or regional messaging program BMP is
implemented. Since 2000, Arizona-American has been a partner in the "Water-Use It Wisely"
media campaign. In fact, Arizona-American was the first private water provider to become a
Water-Use It Wisely partner.

12
13
14
15
16
17
18
19

In Category 3, Arizona-American has implemented two BMPs. These include the residential
audit program and the residential interior retrofit program. In the residential audit program
BMP, Arizona-American makes available water conservation home audit kits to all of its water
customers free of charge. These kits are offered to customers through bill inserts and the
Company's SAVEHZOARIZONA website. For the residential interior retrofit program BMP,
Arizona-Americanmakes available water conservation retrofit kits to all of its water customers
free of charge. These kits also are offered to the Company's customers through bill inserts and
the Company's SAVEHZOARIZONA website.

20
21
22
23
24
25
26
27
28

In Category 4, the Company has implemented two BMPs: the meter repair and/or replacement
program BMP and the comprehensive water system audit program BMP. In the meter repair
and/or replacement program, Arizona-American repairs and/or replaces water meters as meters
fail to perform and schedules meters to be replaced alter 15 years of use. In the comprehensive
water system audit program BMP, Arizona-American performs multiple tasks. Arizona-
American continuously monitors the production and distribution system for any abnormal
reading that would indicate a leak or break. Also, under this BMP, all production meters are
checked for accuracy eachyear and calibrated or replaced as necessary. Arizona-American has
two standing committees which regularly evaluate the water system.

29
30
31
32

Finally, in Category 7, the evaluation of new and emerging technologies is implemented. In this
BMP, American Water has been analyzing and continues to analyze the combination of two
technologies, acoustic leak detection and automatic meter reading, together, to monitor systems
leaks.

33
34
35
36

Mr. Lenderking also testifies regarding water conservation in the Sun City Water District.
Arizona-American implemented a number of conservation BMPs in the Sun City district. They
include a regional messaging program, adult education and training, residential audit program,
interior retrofit program, and a meter replacement program.

37
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2 I INTRODUCTION AND QUALIFICATIONS

3

4 Q- PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

5 NUMBER.

6

7

My name is John Carroll (Jake) Lenderking. My business address is 19820 N. 7m Street,

Suite 201, Phoenix, Arizona 85024, and my telephone number is 623-445-2410.

8 Q.

9 A.

10

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by Arizona-American Water Company ("Arizona-American") as its

Water Resources Manager.

11

12

13

14

Q- PLEASE BRIEFLY OUTLINE YOUR RESPONSIBILITIES AS ARIZONA-

AMERICAN'S WATER RESOURCES MANAGER.

15

16

I am responsible for all water resource activities including: Arizona Department of

Water Resources ("ADWR") annual reports, water resource planning, water resource

allocation, permitting, and attending and participating in regional water policy forums. I

also oversee all Arizona-American water conservation activities in the State.

17

18

Q- DESCRIBE YOUR EDUCATIONAL BACKGROUND.

19

I received a Bachelor of Science degree from Arizona State University in Environmental

Resource Management with a concentration in Watershed Ecology.

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE.

22

23

24

A.

A.

A.

I joined Arizona-American in 2007. Before joining Arizona-American, I was employed

by the City of Phoenix in its Water Conservation office, where I worked on the City's

demand management plan, a plan that is still under development. I also oversaw the

implementation of the city's retrofit and audit program, where we visited single-family
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homes, performed water audits, and replaced older inefficient plumbing fixtures with new

efficient ones. Before I joined the City of Phoenix, I was employed by ADWR as part of

its Phoenix Active Management Area ("AMA") section. At the time I left ADWR, I was

responsible for the regulation and permitting of all recharge activities in the Phoenix

6 Q ARE YOU A MEMBER OF ANY ASSOCIATIONS?

I am a member of Colorado River Water Users Association and the Arizona Hydrological

Society

9 Q HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes, once in an Arizona-American rate case last year.

12 Q

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

Please see the executive summary of my direct testimony.

14 III WATER CONSERVATION IN ANTHEM

16 Q IN THE LAST RATE CASE FOR THE ANTHEM DISTRICT THE

COMMISSION ORDERED SOME ACTIONS IN THE AREA OF WATER

CONSERVATION. COULD YOU DESCRIBE THAT ORDER?

Yes, in Arizona Corporation Commission Decision No. 70372 (June 13, 2008), the

Commission ordered that Arizona-American demonstrate to the Commission that, prior

to receiving its next rate increase for the Anthem water system, that the Anthem water

system has implemented at least six (6) Modified Non-Per Capita Conservation Program

Water Conservation Measures (also known as Best Management Practices ["BMPs"]) for

the Phoenix Active Management Area, as defined by the Arizona Department of Water
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1

2

3

Resources, and that of the BMPs chosen by Arizona-American, at least one (1) but no

more than three (3) are from Categories 1, 2, and 3 (Public Awareness/Public Relations,

Conservation Education and Training, and Outreach Services).

4

5

6

Q-

7

IN YOUR DESCRIPTION ABOVE YOU MENTIONED BMPS FOR THE

PHOENIX ACTIVE MANAGEMENT AREA. COULD YOU DESCRIBE THE

ARIZONA DEPARTMENT OF WATER RESOURCES ("ADWR") PROGRAM

WHICH ESTABLISHES THESE BMPS?8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

Yes, the ADWR program is known as the Modified Non-Per Capita Conservation

Program ("MNPCCP"). ADWR modified the Third Management Plan to mandate that

all large municipal providers that are not designated as having an assured water supply

will be regulated under the modified MNPCCP. The modification requires large

municipal providers regulated under the MNPCCP to implement up to ten water

conservation measures or BMPs from a list of measures included in the program

depending upon the number of connections. All municipal providers regulated under the

MNPCCP must have a public education program. Additionally there are three tiers that a

district will fall into, each tier containing more conservation requirements than the

previous one. The first tier is for districts that have up to 5,000 connections, the second is

for districts with 5,001 to 30,000 connections, and the third tier is for districts with over

30,000 connections. The tiers require one, five, and ten conservation measures

respectively. Anthem has 8,605 connections as of December 2008 as reported in the

annual report to the Commission.

24 The BMPs are grouped into seven categories:

25
26
27

A.

1

2

3

Public awareness
Education and training
Outreach services
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1

2

3

4
5

4
5
6
7

Physical system evaluation and improvement
Ordinances, conditions of service, and tariffs
Rebates and incentives
Research and imitation

6 Q- HAS THE ANTHEM DISTRICT IMPLEMENTED BMPS IN COMPLIANCE

7

8

WITH DECISION NO. 70372?

9 Yes, the Anthem district has implemented six BMPs from the appropriate categories.

10
11
12

Q- PLEASE DESCRIBE THESE BMPs.

13

14

In Category 1, one BMP is implemented. In Category 3, two BMPs are implemented. In

Category 4, two BMPs are implemented, and in Category 7, one BMP is implemented.

15
16
17

Q- PLEASE DESCRIBE THE CATEGORY 1 BMP.

18

19

20

21

22

23

24

25

26

In Category 1, the public awareness, local and/or regional messaging program BMP is

implemented. Since 2000, Arizona-American has been a partner in the "Water-Use It

Wisely" media campaign. In fact, Arizona-American was the first private water provider

to become a Water-Use It Wisely partner. Water-Use It Wisely is the nation's most

comprehensive water conservation community awareness campaign. Arizona-American

provides financial support to the campaign along with participation in the many Water-

Use It Wisely sponsored events. Arizona-American employees also participate at the

quarterly partner meetings to help guide the program. This campaign allows Arizona-

American to maximize its effect by combining with many of the other cities and towns

27 around the state to bring a bigger, broader conservation message to our customers. This

28

29

30

A.

A.

A.

campaign has proven to be a great asset to the Arizona-American conservation program.

In 2009, the Water-Use It Wisely partners created a new campaign, with multiple paths in

which to reach people. Specific details of the campaign are included in Exhibit JCL-l .
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1 Q- WHAT ARE THE CATEGORY 3 BMPs THAT ARIZONA-AMERICAN HAS

2

3

IMPLEMENTED?

4

5

6

7

8

9

10

11

12

In Category 3, outreach services, the residential audit program and the residential interior

retrofit program BMPs are implemented. In the residential audit program BMP, Arizona-

American makes available water conservation home audit kits to all of our water

customers free of charge. These kits are offered to our customers through bill inserts and

our SAVEHZOARIZONA website. The kits include many conservation tools and step-

by- step instructions on their use to assist customers in making their homes water

efficient. Among the kit contents are toilet dye tablets, drip gauges, meter flow bags,

conservation tip wheel, meter reading instructions, landscape watering guideline cards

and a landscape watering by the numbers booklet.

13

14

15

16

In the residential interior retrofit program BMP, Arizona-American makes available

water conservation retrofit kits to all of our water customers free of charge. These kits

are offered to our customers through bill inserts and our SAVEHZOARIZONA website.

17

18

19

20

21

The kits include many valuable conservation devices, tools, and instructions on their use

to assist customers in saving water and money. Among the kit contents are toilet dye

tablets, low flow bathroom sink aerators, low flow kitchen sink aerators, low flow

showerheads, an outdoor hose nozzle, Teflon tape for showerhead installation, and

landscape watering guideline cards.

22

23

Q- WHICH CATEGORY 4 BMPs HAS ARIZONA-AMERICAN IMPLEMENTED?

24

25

26

A.

A.

In Category 4, physical system evaluation and improvement, the meter repair and/or

replacement program BMP and the comprehensive water system audit program BMP are

implemented. In the meter repair and/or replacement program, Arizona-American

repairs and/or replaces water meters. Currently, the meter repairs and/or replacements
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occur as meters fail to perform. Additionally, Arizona-American schedules meters to be

replaced alter 15 years of use. Arizona-American keeps a detailed database in regards to

when a meter was put into service and when and if there has been any issues with the

meter. Arizona-American uses this database to determine when a meter has been in

service for over 15 years and schedules the replacement of the meter. In 2008, Arizona-

American began replacing all meters with Automatic Read Meters. These meters will

improve accuracy and greatly reduce the anlount of time it takes to read meters.

In the comprehensive water system audit program BMP, Arizona-American performs

multiple tasks. ArizOna-American continuously monitors the production and distribution

system for any abnormal reading that would indicate a leak or break. Also, under this

BMP, all production meters are checked for accuracy each year and calibrated or replaced

as necessary. Arizona-American has two standing committees which regularly evaluate

the water system. There is both the operations committee and the administrative

committee. The operations committee is a bottom-up approach to system water auditing.

It focuses on the physical system, items such as potential leaks, status of interconnects,

and meter failures. The administrative committee utilizes a top down approach to system

water auditing with a focus on tracking sales, production, and credits.

This comprehensive water system audit program works to systematically narrow the vast

range of potential water loss avenues within a large distribution network. Quickly

pinpointing and correcting the source of water loss in a distribution network is key to the

success of water conservation efforts. Proactively identifying and eliminating causes of

water loss through these programs enables unidentified water loss investigations to be

focused on a smaller universe which in tum provides for quicker identification and
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1

2

remediation. Timely detection, response, and remediation are the central outcomes of the

comprehensive water system audit program.

Q- FINALLY, PLEASE DESCRIBE THE CATEGORY 7 BMP.3

4

5

6

7

In Category 7, research and innovation, the evaluation of new and emerging technologies

BMP is implemented. In this BMP, American Water has been analyzing and continues to

analyze the combination of two technologies, acoustic leak detection and automatic meter

reading, together, to monitor for system leaks.

8

9

10

11

12

13

14

American Water's pilot programs use a fixed-network lead( detection system that is

centered around an acoustic sensor, the first version is called MLOG. An MLOG sensor

is a waterproof, battery-powered data logger that is permanently installed near a water

service meter and records vibrations, stores vibration data, and transmits the data via

radio signals to a sewer that processes the data to record a daily minimum system noise.

The network of sensors reveals a noise pattern over days and months and identifies

atypical noise that might indicate a leak.

15

16

Q- BASED ON THE IMPLEMENTATION OF THESE BMPs, IS ARIZONA-

AMERICAN ALREADY IN COMPLIANCE WITH THE REQUIREMENT IN

DECISION no. 70372?17

18
19
20

Yes, it is.

21

22

Q- IS THE COST OF ANTHEM'S CONSERVATION PROGRAM INCLUDED IN

THE COMPANY'S RATE REQUEST?

23
24
25

A. Yes, in Adjustment SLH-10.

26

27

I

A.

A.

IV

Q-

WATER CONSERVATION IN SUN CITY

HAS CONSERVATION BEEN IMPLEMENTED IN THE SUN CITY DISTRICT?
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1

2

3

Yes, Arizona American has had a conservation program in Sun City for many years.

Commission Decision No. 60172 authorized spending for conservation in Sun City and

its costs have been included in Adjustment SLH-10.

4 Q- COULD YOU PLEASE DESCRIBE THE CONSERVATION PROGRAM FOR

SUN CITY WATER DISTRICT?5

6

7

8

Yes. Arizona-American implemented a number of conservation BMPs in the Sun City

district. They include a regional messaging program, adult education and training,

residential audit program, interior retrofit program, and a meter replacement program.

9

10

The Sun City Water District has 22,935 connections and under the ADWR MNPCCP

program 5 BMPs must be implemented. The five conservation measures listed above are

in the MNPCCP, and the conservation measures listed above are synonymous with the

BMP names.

11

12

13

14

15

16

17

18

Q- PLEASE DESCRIBE THE CATEGORIES WHICH THE SUN CITY

CONSERVATION PROGRAM BMPS FIT INTO.

The regional messaging program is in Category 1: Public Awareness/Public relations.

Adult education is in Category 2: Conservation Education and Training. The residential

audit and the interior retrofit program are in Category 3: Outreach Services, and the meter

replacement program is in Category 4: Physical System Evaluation and Improvement.

Q- DOES THIS CONCLUDE YOUR TESTIMONY?
19
20
21
22 Yes.

23

A.
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1

2

EXECUTIVE SUMMARY

3

4
Mr. Cole first testifies regarding the various water and wastewater districts that are part of this
rate case filing.

5
The Anthem Water District serves approximately 8,678 customers in an unincorporated area
north of Phoenix. The Anthem Water District is part of an integrated water/wastewater system
comprised of a Central Arizona Project ("CAP") raw-water pumping station, a nine-mile pipeline
that brings CAP water to the Anthem community, a combined water and wastewater treatment
plant, booster stations and reservoirs, a wastewater lift station, a network of water and
wastewater distribution and collection facilities, and an extensive reuse-water distribution system
for landscape and turf-irrigation purposes throughout the Anthem community.

The Sun City Water District is Arizona-Arnerican's second largest water district, sewing
approximately 23,000 customers. The system covers roughly 18 square miles of territory,
including all of Sun City and Youngtown, as well as small portions of the cities of Peoria and
Surprise. Water is produced from 22 active local wells, chlorinated, and then distributed via
seven booster stations to customers.

Mr. Cole also describes service in the Anthem/Agua Fria Wastewater District. In the Anthem
community, the Company provides wastewater collection and treatment service for
approximately 8,034 customers. As stated earlier, the Anthem system is an integrated
water/wastewater system with a combined water and wastewater treatment plant. The Anthem
Wastewater Treatment Plant is an activated sludge, tertiary-treatment plant (membrane
bioreactor) that treats the wastewater from the Anthem community. A master-planned
wastewater collection system sends waste streams by gravity to the Northeast Agua Fria Lift
Station No. 1, where it is pumped for treatment to Arizona-American's Northwest Valley
Regional Water Reclamation Facility ("NWVRWRF"). The NWVRWRF is a 5.0 MGD
wastewater treatment plant, located in unincorporated Maricopa County, which also treats
wastewater flows for the Company's Sun City West Wastewater customers. For Russell Ranch,
wastewater Hows through a collection system by gravity to a Company-owned wastewater
treatment plant. The Russell Ranch Water Reclamation Facility is a wastewater treatment plant
with a design capacity of 60,000 gallons per day. Wastewater collected from the Verrado
community flows by gravity through a collection system to the Verrado Water Reclamation
Facility ("Verrado WRF"). The Verrado WRF has the capacity to collect and treat 830,000
gallons-per-day (god) using a conventional activated sludge, biological nutrient removal process.

The Sun City Wastewater District is located in the northwest portion of the Phoenix metropolitan
area and provides wastewater service to the communities of Sun City, Youngtown, portions of
the City of Surprise, and the City of Peoria. The district includes a wastewater collection system
with seven lift stations and a metering station. Arizona-American collects the wastewater and
then delivers it through a regional collection system for treatment at the Tolleson Wastewater
Treatment Plant.

6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
6
7

28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
2

The Sun City West Wastewater District is also located in the northwest portion of the Phoenix
metropolitan area and provides wastewater service for the community of Sun City West. The
District includes a wastewater collection system with a single lift station. The wastewater is
collected by gravity and then lifted, or boosted, for treatment at Arizona-American's
NWVRWRF.

al

Mr. Cole then testifies regarding the infrastructure in the Sun City Water District that he
recommends including as part of the infrastructure improvement surcharge. The infrastructure
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. 12
3
4
5
6
7
8
9

10
11

includes replacement mains, replacement meters, replacement pumps, motors, electrical and
control equipment at Sun City booster stations. The Company has identified certain segments of
water main in the Sun City Water District that have a higher frequency, or concentration, of
failure rates than the rest of the water district and seeks to include the costs of these replacements
as part of the surcharge, as well as the cost of repairs for other segments that may need work.
Mr. Cole also discusses the Sun City Water District main replacement program and the booster
replacement program, the cost of which the Company also seeks to include as part of the
infrastructure improvement surcharge.

Mr. Cole next testifies regarding the Tank Maintenance Program in the Sun City Water District.
In 2009, the Company procured the services of Tank Industry Consultants to perform inspections
on thirteen of its fourteen Sun City water storage tanks. This included a careful study of the
tanks' interior, exterior, foundation(s) and accessories. As a result of these inspections, Arizona-
American has planned a 14-year maintenance schedule.

Mr. Cole describes the Company's plan to reduce water loss in the Sun City Water District
below 10% in compliance with Decision No. 70351. Mr. Cole explains that much of the increase
in water loss resulted from an open valve at an interconnection to a neighboring municipal
utility, which was subsequently closed. The Plan includes numerous measures to achieve water
loss of 10 percent or less in the Sun City Water District.

12
13
14
15
16
17
18
19
20
21
22
23
24
25

In the final portions of his testimony, Mr. Cole discusses the agreement with Tolleson for
wastewater treatment and the rate components in that agreement. Mr. Cole also describes the
benefits of this Agreement as opposed to the Company building its own treatment plant.

6

27

28

I
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1

I2

3

4

5

6

Q.

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.

My name is Bradley J. Cole. My business address is 15626 North Del Webb Boulevard,

Sun City, Arizona. 85351. My business phone is 623-815-3136.

7

8

9

10

11

Q. IN WHAT CAPACITY AND BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American" or the

"Company") and I am the Director of Operations for the Central Division, which includes

the Sun City Water and Wastewater Districts, Sun City West Water and Wastewater

Districts and Agua Fria Water and Wastewater Districts.

12

3

14

15

Q. PLEASE DESCRIBE YOUR PRIMARY RESPONSIBILITIES FOR THE

COMPANY.

I am responsible for water treatment, wastewater treatment, customer service, water

distribution, and wastewater-collection operations.

16 Q- PLEASE DESCRIBE YOUR EDUCATIGNAL BACKGROUND.

I received a Master of Science in Business Administration from California Lutheran

University in 2002. I received my Bachelor of Science in Business Administration from

the University of La Verne in 1998. I have also completed various water-related

17

18

19

20

21

22

technical courses that include water treatment, wastewater treatment, water distribution

A.

A.

A.

A.

system operations and maintenance, water quality protection and cross-connection

control and water and wastewater management.
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1 Q~ PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE

I have been employed by Arizona-American for approximately four and one-half years

and in my present capacity as the Director of Operations for Central Division for the past

two years. As the Director of Operations, I oversee and manage Arizona-American's

water and wastewater services in the Sun City, Sun City West, and Agua Fria Districts

Prior to becoming the Director of Operations, I was employed as the General Manager of

Arizona-American's Easter Division for a period of almost two years, and my

responsibilities included overseeing the water and wastewater operations in the

communities of Tubac, Paradise Valley, Anthem, Bullhead City, and Lake Havasu

Prior to becoming the General Manager of Arizona-American's Eastern Division, I held

the role of Arizona Production Manager overseeing Arizona-American's water and

wastewater treatment plants in the communities of Sun City, Paradise Valley, and

Anthem

Prior to my employment with Arizona-American, I was employed for nearly 15 years by

California-American Water Company ("California-American"). Like Arizona-American

California-American is a subsidiary of American Water. At California-American, I held

various positions that included Operations Manager, Operations Supervisor, Distribution

Clerk, Utility Worker and Laborer

19 Q DO YOU HAVE ANY PROFESSIONAL AFFILIATIONS?

Yes. I am an active member of the American Water Works Association (#424352) and a

member of the Arizona Water and Pollution Control Association (#5776)

22 Q HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes. I sponsored testimony and testified in Arizona-American's Anthem/Agua Fria

water and wastewater rate case (Docket No. WS-01303A-06-0405), Arizona-American's
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1

2

3

4

5

Mohave Water and Wastewater rate case (Docket No. WS-01303A-06-0014), Arizona-

American's Sun City Water rate case (Docket No. W-01303A-07-0209) and Arizona-

American's Agua Fria Water, Sun City West Water, Havasu Water, Mohave Water and

Wastewater, Paradise Valley Water and Tubac Water Districts (Docket Nos. W-01303A-

08-0227 and SW-01303A-08-0227).

II PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?
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Q,

A. Please see the executive summary of my direct testimony.

III WATER AND WASTEWATER DISTRICTS

A ANTHEM WATER DISTRICT

PLEASE DESCRIBE THE ANTHEM WATER DISTRICT.
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Q-

The Anthem Water District serves approximately 8,678 customers in an unincorporated

area north of Phoenix. The Anthem Water District is part of an integrated

water/wastewater system comprised of a Central Arizona Proj et ("CAP") raw-water

pumping station, a nine-mile pipeline that brings CAP water to the Anthem community, a

combined water and wastewater treatment plant, booster stations and reservoirs, a

wastewater lift station, a network of water and wastewater distribution and collection

facilities, and an extensive reuse-water distribution system for landscape and turf-

irrigation purposes throughout the Anthem community.
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A.

Q.

WATER PRODUCTION, TREATMENT AND DISTRIBUTION

SYSTEM

PLEASE DESCRIBE ANTHEM WATER DISTRICT'S WATER PRODUCTION,

TREATMENT AND DISTRIBUTION SYSTEM.
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The Anthem Water Campus ("Campus") is a combined water and wastewater treatment

plant. The initial infrastructure at the Campus was constructed in 1999 and uses state-of-

the-art membrane-treatment technology for both water and wastewater treatment.

Specifically, the Anthem Water Treatment Plant ("Anthem WTP") uses membrane-

filtration technology to treat raw surface water from the CAP for drinking and other

potable uses by our Anthem customers and an extensive reuse-water distribution system

for landscape and turf-irrigation purposes throughout the Anthem community.

In accordance with the Agreement for Anthem Water/Wastewater Infrastructure between

the Del Webb Corporation and Arizona-American ("Anthem Agreement"), Arizona-

American is entitled to a maximum of 7,900 acre-feet of water annually from the Ak-

Chin Indian Community pursuant to a 100-year lease agreement between the Ak-Chin

Indian Community and Del Webb Corporation (now Pulte Home Corporation) ("Del

Webb"). The Ak-Chin water supply is a renewable source of water provided from the

Colorado River through the Central Arizona Project and is the primary source of water

supply for Anthem. As discussed in the direct testimony of Mr. Buls, Arizona-American

is seeking the assignment of the water lease from Del Webb.
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Q.

2 OTHER ANTHEM WATER SUPPLIES

IS ALL OF ANTHEM'S POTABLE WATER SUPPLIED FROM THE ANTHEM

WATER TREATMENT PLANT?

A.

A.

No. Since Anthem must obtain all of its water supply from the Ak-Chin Indian

Community and Anthem is distant from the CAP canal, the physical source of the Ak-

Chin water, Arizona-American has adopted a water-supply plan designed to provide

system reliability and water use efficiency that would not be possible with a single

treatment facility.
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1 Q WHAT ARE THE DRIVERS OF ARIZONA-AMERICAN'S WATER-SUPPLY

STRATEGY?

There are two drivers. First, Arizona-American's strategy recognizes that a single

connection to the CAP canal with a single treatment facility presents an unacceptable risk

of long-term loss of water supply and a complete water system outage. Second, Arizona

American's strategy recognizes that all water delivered to the project site should be put to

initial beneficial use and that all sewage generated should be reclaimed and reused

8 Q BASED ON THESE DRIVERS. WHAT WATER-SUPPLY STRATEGY DID

ARIZONA-AMERICAN ADOPT?

Arizona-American adopted a three-pronged strategy designed to mitigate the risk of

water system outage and promote the efficient use of water. One, water is delivered to

Anthem and treated via Arizona-Arnerican's raw water pipeline and treatment plant

Two, the Anthem water system has been interconnected with the City of Phoenix water

system, making potable water available through two additional points on the CAP system

and from two additional water treatment plants owned by the City of Phoenix. Three

Arizona-Arnerican has permitted a recharge facility and drilled recovery wells to allow

use of sewage effluent and Ak-Chin water that cannot be put to beneficial use at the time

it is generated. Additionally, the recovery wells can provide supplemental supply if

either the Arizona-American Treatment Plant or the Phoenix interconnection is out of

service, mitigating significantly the impact on the Anthem community due to the loss of

either facility

22 Q PLEASE DESCRIBE THE INTERCONNECTION WITH THE CITY OF

PHOENIX

The City of Phoenix interconnection was installed in 2005. The City of Phoenix

interconnection is a pipeline connecting the City of Phoenix's water-distribution system
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to the Anthem distribution system. Through the interconnection, the City of Phoenix can

deliver treated CAP water to Anthem from either its Union Hills Water Treatment Plant

or the Lake Pleasant Water Treatment Plant. Pursuant to a contract with the City of

Phoenix, an average flow of 2.5 MGD (peak flow of 5.0 MGD) of potable water is

available to the Anthem community from the interconnection. The potable-water line

from the City of Phoenix is connected to the Anthem WTP Zone 2 distribution line. The

Zone 2 line feeds water to Pressure Zone 2 and the Upper Reservoir, where the water can

be pumped to Zone 3 or Zone 4. Additionally, water can be conveyed to Pressure Zone 1

via pressure reducing valves from Zone 2, if necessary.
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Q- WHAT IS THE PURPOSE OF THE RECOVERY WELLS?

The recovery wells allow the maximum beneficial use of surface water supplies by

allowing water to be used at times other than when it is produced. For instance, during

rainy periods, effluent production may exceed irrigation needs. with a traditional

system, this valuable resource would be discharged and lost. At Anthem, the water is

placed in a recharge project and the resulting effluent credits are later recovered from the

recovery wells, thereby reducing the overall water demand for the community.

Additionally, should either source of treated surface water be unavailable, effluent

recharge credits or Ak-Chin water recharge credits can be pumped from the recovery

wells, significantly reducing the impact of a treatment plant outage on the community.
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Q. DOES THE ANTHEM WATER SYSTEM REQUIRE COSTLY FACILITIES TO

REMOVE ARSENIC?

A.

A.

No. Arsenic is typically found only in groundwater supplies. The Ak-Chin Water, the

water supplied through the Phoenix interconnection, and the water from Wells Nos. 2 and

3, all satisfy the new federal arsenic standard.
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Q.

B SUN CITY WATER DISTRICT

PLEASE DESCRIBE THE SUN CITY WATER DISTRICT.
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A. The Sun City Water District is Arizona-American's second largest water district, sewing

approximately 23,000 customers. The system covers roughly 18 square miles of

territory, including all of Sum City and Youngtown, as well as small portions of the cities

of Peoria and Surprise. Water is produced from 22 active local wells, chlorinated, and

then distributed via seven booster stations to customers.

9

10

11

12

3

14

The system was originally two separate systems: the Sun City system and the

Youngtown system. The Sun City system dates back to 1960 and was Citizens Utilities'

first Arizona water utility, In 1995, Citizens Utilities purchased the Youngtown system

from the Town of Youngtown and subsequently interconnected it with the Sun City

system. Arizona-American purchased the Sun City District from Citizens Utilities in

2002.
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Q.

C ANTHEM/AGUA FRIA WASTEWATER DISTRICT

PLEASE DESCRIBE THE COMPANY'S WASTEWATER SERVICE IN

ANTHEM.

In the Anthem community, the Company provides wastewater collection and treatment

service for approximately 8,034 customers. As stated earlier, the Anthem system is an

integrated water/wastewater system with a combined water and wastewater treatment

plant.

22

23

A.

Q- PLEASE DESCRIBE THE ANTHEM WASTEWATER TREATMENT PLANT

AND COLLECTION SYSTEM.
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The Anthem Wastewater Treatment Plant ("Anthem WWTP") is an activated sludge,

tertiary-treatment plant (membrane bioreactor) that treats the wastewater from the

Anthem community. The Anthem WWTP removes organic and suspended material from

the waste stream to meet ADEQ requirements for unrestricted use. The recycled water is

disinfected before being used for irrigation or recharged into the groundwater aquifer.

6
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9

Q. PLEASE DESCRIBE SERVICE IN THE REMAINING AREAS OF THE

ANTHEM/AGUA FRIA WASTEWATER DISTRICT.

The Company also provides wastewater collection and treatment service for our

customers living in the Northeast Agua Fria, Russell Ranch, and Verrado service areas.

1

Q-

Northeast Agua Fria Wastewater Treatment (Northwest Vallev

Regional Water Reclamation Facility)

HOW IS WASTEWATER FROM THE NORTHEAST AGUA FRIA AREA

TREATED?
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A master-planned wastewater collection system sends waste streams by gravity to the

Northeast Agua Fria Lift Station No. 1, where it is pumped for treatment to Arizona-

American's Northwest Valley Regional Water Reclamation Facility ("NWVRWRF").

The NWVRWRF is a 5.0 MGD wastewater treatment plant, located in unincorporated

Maricopa County, which also treats wastewater flows for our Sun City West Wastewater

customers.

20

21

Arizona-American operates an aquifer recharge and recovery system to allow for

beneficial reuse of reclaimed water from the N RWRF.

22

23

A.

A.

Q-

A.

2 Russell Ranch Wastewater Treatment

HOW IS WASTEWATER FROM RUSSELL RANCH TREATED?
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Wastewater flows through a collection system by gravity to a Company-owned

wastewater treatment plant. The Russell Ranch Water Reclamation Facility is a

wastewater treatment plant with a design capacity of 60,000 gallons per day. The

treatment process includes influent pumping, coarse screening, equalization, biological

nutrient removal (nitrification/de-nitrification) using an activated sludge system with

clarification, and hypochlorite disinfection, followed by De-chlorination for removal of

any chlorine residual. Effluent is recharged to the subsurface via two recharge basins

adj cent to the treatment plant. Biosolids are transported to the Company's Verrado

treatment plant for solids handling

Verrado Wastewater Treatment

11 Q HOW IS WASTEWATER TREATED IN THE VERRADO COMMUNITY?

Wastewater collected from the Verrado community flows by gravity through a collection

system to the Verrado Water Reclamation Facility ("Verrado WRF"). The Verrado WRF

has the capacity to collect and treat 830,000 gallons-per-day (god) using a conventional

activated sludge, biological nutrient removal process. The treatment process consists of

screening, grit removal, nitrification and De-nitrification, clarification, post clarification

filtration, and liquid chlorine disinfection. Pretreatment structures include an in-channel

step screen, grit chamber, and influent equalization tank. Secondary treatment structures

include two aerobic basins, two anoxic basins, and two clarifiers, all of which operate in

parallel. Solids handling consists of an aerobic digester and belt filter press. Dewatered

sludge is disposed of off-site at an approved landfill. Tertiary treatment structures include

four 10 micron disc filter units, two chlorine contact chambers, and disinfection via liquid

chlorine. Reclaimed water is reused by the Verrado Community via an extensive reuse

irrigation system which provides golf course irrigation and other reclaimed water needs

In addition there is an Aquifer Recharge Facility one mile northwest of the Verrado WRF
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which utilizes two vamoose zone wells for aquifer recharge. By utilizing reclaimed water

we are able to mitigate groundwater use to irrigate the community's golf courses

The Verrado WRF recently underwent an expansion and was converted from a

sequencing batch reactor process (SBR) to a conventional activated sludge process with

biological nutrient removal, otherwise known as the Modified Ludzack Stinger (MLE)

process. The benefits to the expansion include an increase in facility capacity from

0.45MGD to 0.83MGD which will accommodate future growth in the Verrado

Community. The conversion of processes promotes increased clarity and contaminant

removal in the finished water (effluent)

3 Q

SUN CITY WASTEWATER AND SUN CITY WEST WASTEWATER

DISTRICTS

PLEASE DESCRIBE ARIZONA-AMERICAN'S SUN CITY WASTEWATER

AND SUN CITY WEST WASTEWATER DISTRICTS

15

16

The Sun City Wastewater District is located in the northwest portion of the Phoenix

metropolitan area, Maricopa County, and provides wastewater service to the communities

of Sun City, Youngtown, portions of the City of Surprise, and the City of Peoria. The

district includes a wastewater collection system with seven lift stations and a metering

station. Arizona-American collects the wastewater and then delivers it through a regional

collection system for treatment at the Tolleson Wastewater Treatment Plant ("Tolleson

WWTP")

A.

The Sun City West Wastewater District is also located in the northwest portion of the

Phoenix metropolitan area, Maricopa County and provides wastewater service for the
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community of Sun City West. The District includes a wastewater collection system with

a single lift station, located at the comer of Bell Road and El Mirage Road. The

wastewater is collected by gravity and then lifted, or boosted, for treatment at Arizona-

American's Northwest Valley Regional Water Reclamation Facility at l l 102 W. Rose

Garden Lane.5

IV SUN CITY WATER INFRASTRUCTURE IMPROVEMENT SURCHARGE6

7

8

9

Q. PLEASE DESCRIBE THE INFRASTRUCTURE IMPROVEMENT SURCHARGE

RECOMMENDED FOR THE SUN CITY WATER DISTRICT.
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A. The Sun City Water District is nearly 50years in age and is the oldest district in the

current filing, Because of its age, we have seen and expect to continue to see assets reach

a certain point in their life cycle where significant levels of replacement capital will need

to be invested.

In his direct testimony, Mr. Buls describes the Infrastructure Improvement Surcharge

mechanism proposed in this rate case. This type of surcharge has been identified by

NARUC as a best regulatory practice.
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As proposed, the Infrastructure Improvement Surcharge would be limited to replacement

of existing assets. The most common types of assets covered by similar infrastructure

improvement programs are replacement mains, hydrants, meters, services, tanks and

booster stations.
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Q- WHAT TYPE OF IMPROVEMENTS ARE YOU RECOMMENDING FOR THE

SURCHARGE FOR THE SUN CITY WATER DISTRICT?

5

In the Sun City Water District, I am recommending that replacement mains, replacement

meters, replacement pumps, motors, electrical and control equipment at Sun City booster

stations be included.
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Q. PLEASE DESCRIBE THE MAIN REPLACEMENT PROGRAM IN THE SUN

CITY WATER DISTRICT.

As indicated above, the Sun City Water District system is approaching 50 years in age.

Because of its age, we can expect to see an increase in the frequency of the number of

water main failures from year to year.
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Over the past three years, the Sun City Water District has experienced 23 water main

breaks. The Company has identified a couple of segments of water main in the Sun City

Water District that have a higher frequency, or concentration, of failure rates than the rest

of the water district. The segments listed below are planned projects that will seek to

eliminate the frequent failures on those segments of water mains.

18

19
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21

Segment 1 - Sun City Boulevard, 103"' Avenue to 107'*' Avenue .-- this project proposes

to replace 2,557 linear feet of 8-inch asbestos cement pipe with 8-inch PVC Class 200

pipe. The estimated cost for this segment of main replacement is $304,259.

22

23

24

25

A.

A.

Segment 2 - 105"' Avenue, Alabama Avenue to Desert Hills Drive .- this project proposes

to replace 2,097 linear feet of 6-inch asbestos cement pipe with 6-inch PVC Class 200

pipe. The estimated cost for this segment of main replacement is $249,474.
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The total estimated cost for these two segments over the next two years is approximately

$553,733.

4 In addition to these two planned large segment replacements, Arizona-American

regularly replaces sections of water mains when they break due to the fact that they

cannot be repaired. On average, the estimated annual cost of those replacements is

approximately $54,802 per year.
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Q. PLEASE DESCRIBE THE METER REPLACEMENT PROGRAM IN THE SUN

CITY WATER DISTRICT.

Arizona-American has a periodic meter change-out program that replaces meters aged 15

years and older in its Sun City Water District. Based on our internal testing and industry

publications, we recognize that meters tend to under register water sales as they age. A

new or replacement meter improves accuracy of reported water consumption. This is an

ongoing activity and 1/150h, or 6.67%, of all meters in the Sun City service area are

scheduled to be replaced each year under a 15-year replacement timetable. Under this

program, the oldest meters in the Sun City Water District will be changed out first. At

the conclusion of the initial 15-year period, each meter will be replaced on an ongoing

basis when their age reaches 15 years old. In addition, manual read meters are being

replaced by automated radio read meters at the time of their change out. The utilization

of automated radio read meters will improve billing accuracy and reduce the amount of

time required to read each meter each month.

24

25 Q- WHAT IS THE ESTIMATED COST OF THE PERIODIC METER CHANGEOUT

PROGRAM?26
7

A.
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A. At current labor rates and material costs, it is estimated that the Sun City Water District

will need approximately $245,788 per year to replace 1/15"' or 6.67% of its water meters.

It is anticipated that this amount would be reconciled and adjusted in subsequent rate

cases for inflationary factors.

5

6

7

8

9

Q: PLEASE DESCRIBE THE BOOSTER STATION REPLACEMENT PROGRAM

FOR THE SUN CITY WATER DISTRICT.

The Sun City Water District distribution system delivers more than 4.3 billion gallons of

water each year to its metered customers. Every gallon of water that is delivered must be

pumped and the district's booster stations serve that purpose.

Each booster station, or water plant, in the Sun City Water District includes a network of

pumps, motors, associated electrical equipment, instrumentation and controls. Because

of the age of the water system, the sheer volume of water pumped at each facility and the

extreme weather conditions in Arizona, the Company regularly replaces this equipment

when it fails or when it cannot be repaired.

16

17

18

19

On average, Arizona-American has incurred annual costs of approximately $97,390 to

replace critical equipment at its booster stations necessary to deliver water to its

customers.

V SUN CITY TANK MAINTENANCE

20

21

22

23

24

Q. PLEASE DESCRIBE THE INSPECTIONS PERFORMED ON THE STORAGE

TANKS IN THE SUN CITY WATER DISTRICT.
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In 2009, the Sun City Water District procured the services of Tank Industry Consultants

("TIC") to perform inspections on thirteen of its fourteen Sun City water storage tanks.

The newest tank, which is less than 5 years old, was not included in this inspection

activity. TIC is a professional engineering firm specializing in the design, specification,

and evaluation of storage ta1N<s. TIC has offices located throughout the United States and

is a national leader in this type of activity.

7

8

9

10

11

The scope of services performed by TIC included the performance of a careful study of

the tanks' interior, exterior, foundation(s) and accessories with a NACE~certified

inspector. The resulting reports provided to Arizona-American by TIC included a

detailed analysis of each tank's condition, recommended maintenance activities,

suggested schedule of repairs, and an engineer's estimate of the cost to perfonn those

repairs. The reports also included the signature and seal of a Certified Professional

Engineer registered in the State of Arizona.

14 The following activities were noted in the TIC inspection reports:

15

16

Observations of site conditions, including observations of site access, general site

security, site maintenance and foundation deficiencies.

17

18

19

Observations of tank exterior conditions, including observations of dimensions of all

manholes, vents, condition of exterior coating thickness, coating adhesion and metal

corrosion, and baseline dimensions for comparison.

20

21

12

113

22

A.

2.

3.

1.

Observation of tank interior conditions, including observations of condition of

coating thickness, coating adhesion, metal corrosion, and observation of any debris,

and baseline conditions for comparison.
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Recommendations based on all observations, including recommendations on site

maintenance procedures and security, life of the interior and exterior coatings and

metals, coating rehabilitation methods and rehabilitation schedules and tank rigging

equipment repair and replacement

The totaleost for the 2009 inspection activities performed by TIC was $48,196

8 Q WHAT IS THE PLAN FOR TANK MAINTENANCE IN THE SUN CITY WATER

DISTRICT?

The 2009 TIC inspection reports included an aggressive 7-year schedule for

recommended repairs and painting of the Sun City water tanks. The TIC schedule placed

those tanks needing the most immediate attention first and those with lesser urgency

toward the end of the schedule. Arizona-American modified the TIC schedule to spread

out the recommended costs over a 14-year period to coincide with its own internal

philosophy to maintain each tank every 14 years. This revised schedule will lessen the

impact to both the customer and the Company

Arizona-American's 14-year schedule was adjusted with a three-percent CPI adj Astor to

account for anticipated inflationary price increases for services, labor and materials. The

Arizona-American tank maintenance plan in the Sun City Water District is to perform the

engineer recommended tasks resulting from the 2009 inspections. The total anticipated

costs for the 14-year tank maintenance plan is estimated to be $5,070,624. As noted in

the direct testimony of Sheryl Hubbard, the tank maintenance reserve account

recommended in this case should include an annual revenue stream of $445,000. It is

anticipated that this reserve account would be available for review and adjustment when

necessary in subsequent Sun City Water District rate cases

4.
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2 VI SUN CITY NON-REVENUE WATER PROGRAM

4

5 Q PLEASE DESCRIBE THE AMOUNT OF NON-ACCOUNT WATER FOR THE

SUN CITY DISTRICT IN 2008

In 2008, the percentage of "non account water" for the Sun City Water District was

10.95%. Non-account water increased from 8.3% in 2007 to 10.95% in 2008. The

primary reason for the increase in 2008 was an open valve at an interconnection to a

neighboring municipal utility, which was subsequently closed following the discovery

during an inspection. Unfortunately, Arizona-American is unable to quantify the amount

of water that may have left the water system through that interconnection

Q- ARE YOU FAMILIAR WITH THE REQUIREMENT IN DECISION no. 70351

RELATING TO WATER LOSS?

Yes. Decision No. 70351 (May 16, 2008) requires the Company to prepare a plan to

reduce water loss to less than 10% for the Sun City Water District or alternatively to

prepare are analysis of why it is not feasible to reduce water loss to 10% or less

20 Q WHAT IS THE COMPANY'S PLAN TO REDUCE WATER LOSS TO BELOW

In compliance with Decision No. 7035 l , attached as Exhibit BJC-l is the Company's

plan to reduce non-account water to below 10% with a plan target date for achieving this

reduction of calendar year 2009

26 VII TOLLESON AGREEMENT
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Q. YOU DISCUSSED THE TOLLESON WWTP PREVIOUSLY; IS THERE AN

AGREEMENT THAT COVERS ARIZONA-AMERICAN'S RIGHTS AND

OBLIGATIONS IN RELATION TO THE TOLLESON WWTP?

1

2

3

4

5

6

7

8

9

10

A. Yes. Following Arizona-American's acquisition of the Arizona water and wastewater

utility properties owned by Citizens Utilities Company ("Citizens") in 2002, Arizona-

American assumed all of Citizens' rights and obligations under the terms of a Sewage

Treatment and Transportation Agreement dated June 21, 1985 ("Tolleson Agreement").

The Tolleson Agreement has been amended three times, with the third amendment

occurring on April 22, 2003.

11

12

13114
15

16

17

18

19
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24

25

26

Q, HOW DOES THE TOLLESON AGREEMENT DELINEATE DIFFERENT

COSTS?

A. Under the terms of the amended Tolleson Agreement, Arizona-American is responsible

for separate types of payments to the City of Tolleson. Rate Component One is a fixed

annual "usufructory" or user charge related to bond financing issued by the City of

Tolleson to pay the original plant additions Tolleson made in order to receive and treat

wastewater flows from Sun City. Rate Component Two is a monthly operation &

maintenance ("O&M") charge based on the Company's proportionate share of the actual

O&M costs based on actual Hows. Rate Component Three is a $20,000 monthly

payment for replacement and contingencies reserve up to an aggregate annual balance of

$200,000. Rate Component Four is a capital construction charge to address capital-

improvement projects and facilities additions identified in a June 2001 Wastewater

Treatment Plant Infrastructure Assessment Phase I Study performed for Tolleson by

Brown and Caldwell Environmental Engineers and Consultants.

r
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Q. PLEASE DESCRIBE RATE COMPONENT THREE IN MORE DETAIL.

Rate Component Three is a contingencies and reserve account. The City of Tolleson uses

this account to make smaller capital improvements and emergency replacements. An

example would be if a pump motor burned out and the City had to replace it.

5

6

7

8

Q~ HOW IS ARIZONA-AMERICAN BILLED FOR RATE COMPONENT THREE?

Each month, the City of Tolleson bills Arizona-American for Rate Component Three

along with the Rate Component Two O&M costs associated with in its regular monthly

billing process.

9

10

11

12
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15

16
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Q. IS THERE A LIMIT TO HOW MUCH THE CITY OF TOLLESON CAN BILL

ARIZONA-AMERICAN FOR RATE COMPONENT THREE?

Yes. Per the Tolleson Agreement, Arizona-American must maintain an aggregate

contingencies and reserve balance of $200,000 with the City of Tolleson. What this

means is, at any moment in time, the City of Tolleson cannot have more than $200,000 of

Arizona-American's money in their contingencies and reserve account. Also, no single

billing for this activity can exceed more than $20,000 in a single month. It should also be

noted that, prior to April 2003, Rate Component Four did not exists. An amendment to

the Agreement created Rate Component Four. As a consequence, prob ects that are now

considered Rate Component Four were, prior to April 2003, considered Rate Component

Three projects.

20

21

22

23

24

Q. HAS THE COMPANY REVISED ITS ACCOUNTING FOR RATE COMPONENT

THREE COSTS SINCE THE LAST RATE CASE?

A.

A.

A.

A.

Yes. It was determined that charges applicable to the Rate Component Three .- Reserve

and Contingency costs were inadvertently charged to expense. Between 2002 and the

middle of 2008, Arizona-American expensed approximately $631,107 of its Rate
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Component Three charges that routinely appeared on its monthly invoices firm the City

of Tolleson. Since the middle of 2008, all new Rate Component Three charges appearing

on its monthly invoices from the City of Tolleson have been accounted for as a

regulatory asset. This rate case filing will seek to include these Rate Component Three

charges as a regulatory asset in this proceeding.

1

2

3

4

5

6

7

8

9

10

Q. HOW ARE THESE TOLLESON RATE COMPONENTS REFLECTED IN THE

COMPANY'S RATE REQUEST IN THIS PROCEEDING?

Please refer to the direct testimony of Sandra Murrey for the rate base treatment and the

direct testimony of Sheryl Hubbard for the operating income treatment of these rate

components.

11

12

3

14
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16

17

18

19

20
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Q, WOULD IT MAKE SENSE FOR ARIZONA-AMERICAN TO BUILD ITS OWN

TREATMENT FACILITY?

No. First, Arizona-American is obligated to secure treatment under the terms of the

Tolleson Agreement. Second, construction of a wastewater treatment facility would

require the Company to secure a location for a wastewater treatment facility. Securing a

large parcel of land in the Sun Cities area would be extremely difficult to locate and

expensive. Third, the regulatory requirements for construction of a new facility are

numerous and burdensome. Fourth and finally, the cost of construction of new facilities

continues to increase. Exhibit B of the Third Amendment to the Tolleson Agreement

shows that Arizona-American's estimated cost for capital improvements is $9,878,400.

Even if Arizona-American could acquire the land and secure all necessary approvals, the

construction costs alone for a 5.2 million gallon-per-day plant would almost certainly

exceed $10,000,000,

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

A.

A.

A. Yes.
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NON-REVENUE WATER PROGRAM

Plan

The efficient production, distribution and operation of Arizona-American water systems are
critical to the success and leadership position of the Company. Minimization of non-revenue
water is a key component of success. Arizona-American employs water auditing as a routine
business practice using a method that has clearly defined terms and meaningful performance
indicators. The Non-revenue Water ("NRW") program assists the Company in identifying where
water losses are occurring and also expresses, by volume and percentage, how much water is
lost.

NRW is defined as all water  produced minus all water  sold.  The difference between water
produced and sold is NRW. The Commission uses a similar formula but calls its calculation
"Non Account Water".

The Sun City water system is comprised of nearly 23,000 water customers being served through
more than 306 miles of water mains. Our experience with acoustic leak detection, as well as a
1995 study by the City of Phoenix, tells us that nearly all leaks in our service areas rise to the
surface and are physically detected very quickly. Because water tends to rise to surface quickly
in the Sun City ser vice a r ea ,  our  immedia te focus  on r esolving the NRW va r iances  is
concentrated on production reporting and billing accuracy.

Non-revenue Water Program

The NRW program was supplemented in April 2009 with the launch of a  NRW Committee
whose purpose is to solve NRW variances. This Committee is made up of 10 supervisory and
managerial persons with the experience and knowledge to investigate and resolve water loss
issues.

Below are the Arizona-American Water NRW formula and component definitions.

The Formula:

+ Net System Delivery
Net Water Sales

Non-revenue Water
Authorized Unbilled Consumption

Actual Water Losses
Measured Leaks/Tank Overflows

Unaccounted-for-water

(NSD)
(NWS)
(NRW)
(AUB)
(AwL)
(LTO)
(UFW)

Our primary focus is to reduce the variance between net system delivery (NSD) and net water
sales (NWS) as non-revenue water (NRW) to a level below ten percent.  Although there are
many uses that are authorized and unbilled (AUB), i.e. main flushing, tire fighting, water re-used
back in the treatment process, etc., we believe those components below the NRW line are not
significant enough to be our primary focus at this time. Because there are no apparent leaks in
the distribution system, we believe our concerted focus on accuracy of system delivery and sales
values will provide the most and best results.
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Arizona-American is committed to implementing best management practices to minimize and
reduce lost and unaccounted for water. Our effort is being driven not only by the emphasis on
water conservation, but also for economic reasons. Some of the components of unaccounted-for
wa ter  (UFW) include meter  inaccuracies ,  undocumented ma in f lushing,  undocumented
unneutered water  use,  and undocumented water  leakage. Past  and present  programs have
addressed the areas of meter accuracy and unmetered water use. The following paragraphs detail
the Company's planned activities to mitigate water loss in its Sun City water system.

Production Meter Testing

Arizona-American has reinstated its program to test and calibrate each production meter in its
Sun City service area on an annual basis. The first component of any good NRW program is to
be certain that you are reporting the amount of water  you are producing correctly,  and our
concentrated efforts in this area to test and calibrate production meters and identify meters that
require repair or replacement is the foundation upon which further efforts are built. Arizona-
American has completed its testing in 2009 and found several meters with errors in accuracy.

Of significant note, four of the production meters were either repaired or replaced because their
test results provided an accuracy rating of more than 108% fast. Two of these production meters
provided test results at 119% and 128%. Theoretically speaking, if I were to adjust these four
meters back down to 100% and subtract their difference against the reported 2008 production,
this could account for several percentage points of the total NRW variance.

Periodic Sales Meter Change-Outs

Arizona-American has a periodic meter change-out program that replaces meters aged 15 years
and older  in its  Sun City water  service area . Based on our  internal test ing and industry
publications, we recognize that meters tend to under register water sales as they age. A new or
replacement meter improves accuracy of reported water consumption.
activity and 1/15'*',  or 6.67%, of all meters in the Sun City service area are scheduled to be
replaced each year under a 15-year replacement timetable. Under this program, the oldest meters
in the Sun City water district will be changed out first. At the conclusion of the initial 15-year
period, each meter will be replaced on an ongoing basis when their age reaches 15 years old. In
addition, manual read meters are being replaced by automated radio read meters at the time of
their change out.

This  is  an ongoing

Large Sales Meter Testing

Each year, Arizona-American will test all customer sales meters sized 3-inch and larger in its
Sun City service area beginning in the second quarter of 2009. Since inaccuracies in these large
meters could create a large component of under-reporting of sales, these sales meters will have
annual testing and recalibration, rather than being included in the l5-year replacement timetable
for smaller meters.

Automatic Meter Reading

Automat ic  Meter  Reading ("AMR") is  the r emote collect ion of  consumpt ion da ta  f rom
customers' wa t er  met er s  u s ing t elephony, radio frequency, power-line and satellite
communication. Arizona-American began implementation of a new AMR program in 2008 in
which its meters replaced under the periodic meter change-out program and other meters needing
replacement (i.e. stuck and damaged meters) are replaced with meters with AMR transmitters
installed in them. The program's goal is to ensure 100% accuracy of each meter read, and to
increase the productivity of the meter reading work force.
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Arizona-American historically used direct read meters that required each water meter to be
manually read by a  meter  reader  each month. Under this program, Arizona-American will
upgrade to new encoder (AMR) meters with radio frequency technology that are read with a
vehicle-mounted automatic data collection system, allowing the Company to increase its meter
read accuracy and efficiency, reductions in estimated bills and administrative adjustments, and a
decrease in the number of special reads (repeat visits). The AMR program should also increase
consumption accuracy which directly affects the NWS component of the NRW calculation. The
program was launched in 2008, and in 2009, 1,548 meters are planned to be replaced with the
AMR style of meter.

Minimize Well Flushing to Waste

For a variety of operational reasons, water from our groundwater wells is pumped to waste for a
period of time before it is directed into the distribution system for delivery to our customers. In
2008, our well flushing procedure was changed to reduce the time water was flushed to waste in
an effort to improve water  conservation and authorized unbilled consumption (AUB). This
change will increase the amount of water that is produced that can be delivered to customers.

Employee Incentive Program

Recognizing tha t  employees  a re the Company's  "eyes  and ea r s" to our  sys tems and our
customers, Arizona-American initiated the following program to reduce water loss,  prevent
unnecessary repairs, and promote system security. The Recovered Water Incentive Program was
designed to encourage employees to identify and report incidents of water theft or water loss.
Employees are encouraged to question contractors or others working in areas served by Arizona
American Water and who might be taking water from hydrants or other unmetered locations.
While employees are encouraged to be inquisit ive,  they are told to not put themselves in a
situation where their personal safety is at risk.

Program Specifics: Up to four $25 gift certificates are awarded each month to employees who
find and report incidents of water theft, tampering or vandalism involving Arizona American
Water equipment (including meters) or facilities, or illegal or undocumented services or hook-
ups.  If an employee reports an unauthorized customer hook-up to a  hydrant or  an inactive
account with consumption, he/she is eligible to receive a $25 gift card.

Internal Data Consistency

Customer billing issues may also affect non revenue water. Company employees are working to
ensure that internal data sources are used consistently and those inconsistencies are researched
and corrected. This generally involves verifying meter sizes, verifying the application of the
correct tariff, verifying the number of meter dials coded in the billing system, and verifying that
the correct district / system ID / meter route fields are used. For example, if a meter has more
reading dials than is coded into the billing system, then the meter reader could under-read the
meter. If the customer account is coded to a tariff for an incorrect geographic area or is coded to
an incorrect district /system ID / meter route, this can result in water sales attributed to one
district while water production is attributed to another district, thereby causing an understatement
of NRW in the former district and an overstatement of NRW in the latter district. This is an on-
going activity being enhanced through additional system reporting which more easily highlights
inconsistencies.

Acoustic Leak Detection
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Our previous efforts to detect and mitigate water leaks have included water audits including two
leak detection surveys employing mobile acoustic technology. One investigation included a leak
survey completed in December 2000 in the Sun City service area. This survey identified 9 leaks
out of 669 points investigated. The 9 leaks consisted of a hydrant valve not shut-off completely,
loose fittings inside meter boxes, some water services which required repair, and a leaking main
line valve. The leak survey consultant's final conclusion was that this system had little potential
for water loss through leakage at that time. There was also a Sun City service area leak survey
completed in February 1993, which identified 21 leaks out of 1780 points investigated. That
investigation report concluded that undetected leaks were not a significant area for improvement
to the distribution system efficiency at that time.

Permanent leak detection technology could be useful in the future to maintain low lost and
unaccounted for water ("UFW") percentages. This would be especially relevant as the cost of
water increases or as the level of UFW increases as the systems age. Arizona American has
researched the use of one type of permanent leak detection technology -. MLOG -- when we
made the decision to convert to AMR meters, The MLOG technology consists of an array of
intelligent sensors that detect water leaks in the water distribution system. These wireless devices
tie into the local AMR network and record vibration (leak) levels at the same time every night.
By analyzing changes in relative vibration levels, technicians can locate areas that leaks might be
occurring. While individual devices are not particularly expensive, the deployment of a large
array of them in a distribution system can become costly. Because past acoustic leak detection
surveys has shown very few leaks, and because most leaks surface and are detected quickly, we
feel that the best use of our resources at this time are to concentrate on better accounting for
water through meter testing and replacement, and identifying and accounting for other unmetered
uses. In the mean time, we continue to monitor this technology including its current application
at Pennsylvania American Water which was experiencing NRW levels in excess of 25%.

Plan Summarv

At present, all of our Sun City production meters have undergone testing and/or calibration or
replacement. Presently, all large customer meters, 3-inch and above are going through testing
and/or calibration. Concurrently, water sales data is being analyzed to identify and correct any
variances or inconsistencies. Field personnel and supervisory staff are analyzing drawings to
determine potential spots in the distribution system that are interconnected to other water service
providers (inter-connects) to ensure that they are closed or metered. In addition, billing queries
are being Mn with exception criteria to validate that accounts are being billed correctly and that
the sales are attributed to the correct water district.

Supervisory staff is reviewing construction projects which occurred over the last five years to
ensure that all projects are correctly metered and set up in the billing system. Arizona American
staff is also verifying that all "in plant" usages are correctly metered and accounted for. The
Arizona American Water NRW Committee is reviewing as-built water distribution system plans
to evaluate whether there are additional unmetered inter-connections with neighboring water
providers. Based on this exercise, we recently identified an open inter-connect with a
neighboring municipal water utility which has subsequently been closed. While we have not
quantified the volume of water, we believe the inter-connect was open during all of 2008 and has
the potential to be a large contributor to our non account water loss for 2008.
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Actual 2010
Contribution

Projected 2011
Minimum
Contribution

Projected 2012
Minimum
Contribution

Projected 2013
Minimum
Contribution

Protected 2014
Minimum
Contribution

$2.062M $2.591M $2.794M $2.147M $2.0341vI

ARIZQNA-AMERICAN WATER COMPANY
PROJECTED QUALIFIED PLAN CONTRIBUTIONS

EXHIBIT
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EXHIBIT

A S
Arizona American Water Company - Sun City Water
Test Year Ended December 31. 2008
Computation of Working Capital

Exhibit
Schedule B-5 Rebuttal
Page 1
Witness: Gutowski

2
3
4

Working Cash Requirement
Material and Supplies Inventories
Prepayments

Total Working Capital Allowance $

$ 96:-l41 50'1,857

118.894

477, 83 87
8
9
10
11
12

13

LeSs Company amount in Original! Filing

Decrease to Rate Base

$

$

§Q&6el5

(14,464)

534.091

.5 9/,744

22

26

43 Supporting Schedules Recap Schedules
B-1 Rebuttal

46
47

'Thirteen-month average

49
50 \Schedules\2008 SunCity WaterSch. A-F.XIS\



Arizona American Water Company
Test Year Ended December 31. 2008
LeadILag Study -Working Cash Requirement

SUN ct WATER

Line
m

Test Year
Adjusted
Results

1,194,292 45.72662
0 45.72662

1,951,144 45.72662
. 45.72662

Revenue
Lag

Days

Expense
Lag

Dave

(13.70)
(2.37)

_(83.68)

12.00
(59,03)
22.09
15.09

33.7265
104.7565
23.6385
30.6386

Net
Lag
Days

Exhibit
Schedule B-6 REBUTrAL

Page t
Witness: Gutowski

Lead/
Lag

Factor

0.0924
0.2870
0.0648
0.0839

$

Cash
Working
capita!

Reouireg

110,355

(0)
.126,362

57,704
35,560
33,064

OPERATING EXPENSES
P08 Labor
P09 Purchased Water
P10 Fuel & Power
P11 Chemicals
P12 Waste disposal
P13 Management Fees
P14 Group Insurance
P15 Pensions
P17 lnsuranee Other Than Group
P18 Customer Accounting
P19 Rents
P21 Miscellaneous
P25 Maintenance Expense

Other Operating Expensesl

1,443,850 45.72662
354,396 45.72662
269,873 45.72662

93,255 45.72662
246,188 45.72662
60,016 45.72662

278.396 45.72662
652,601 45.72662
147,941 45.72662

32.82
25.95
23.25
30.00

56.9504
59.4304
48.0950

129.4110
25.4166
12.9038
19.7692
22.4774
15.7266

0.1628
0.1318
0.3546
00696 9 "
0.0354
0.0542
0.0616
0.0431

2,122
15,079
40,188

6,374
TAXES

P29
P29
P30

Property Taxes
Taxes Other than Income
Income Taxi

1551 073 45.72662
94,912 45.72662

738.075 45.72662

190,83
13.35
30.13

(144.9038)
32.3804
15.5966

(0.3970)
0.0887
0.0427

(61 .961)
8,420

31,538

P55 Interest 839,113 45.72662 106.25 (60.5234) (0;1658) (139,140)

1
2
34.

5
6
7
8
9

10
11
12
13
14
15
18
17
l a
19
20
211
22
23
24

25
26
27
28

WORKING CASH REQUIREMENT 6.111

1)

2)

All Other Operating Expenses are assumed Io be paid by the 15th of the month following 1he receipt of goods and services

At proposed rates.

\

/
Q

4567, 857

l



EXHIBIT

p</18
et '8

Arizona American Water Company - Anthem I Agua Fria Wastewater
Test Year Ended December 31, 2008
Construction Expenditures and Gross Utility Plant in Service

Exhibit
Schedule A-4
Page 1
Witness:Hubbard

Construction
Expenditures

Net Plant
Placed

in
Service

Gross
Utility
Plant

in Service

Prior Year Ended 12/31/2006 $ 15,161,367 $ $ 93.152,250

Prior Year Ended 12/31/2007 $16,279,878 s 23,289,628 $116,441,877

Test Year Ended 12/31/2008 $ 2,788,406 s 5.994.701 $122,436,579

12131/2009 405,622 $ 1,314,824 $ 123.751,403

12/31/2010

Projected Year Ended

Projected Year Ended

Projected Year Ended 12/3v2011

3

$

$

462,745 $ 1,499,987 $125,251,389

509,576 $ 1,651,790 $126,903,179

¢ I0,494504

Line
M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50

Supporting Schedules:
F-3
E-5

\Schedules\2008 Anth AF WW Sch. A-F.xls\



EXHIBIT

Re]olnder Exhibit LJG-1

Additions to Plant and Changes in Pro Forma Depreciation Expense for Sun City Water
Tierra Def Rio Projects Plant #9, Well # 9.2, and Well # 9.3

NARUC Acct
Acct # Description

203 Land & Land Rights
Item Description
Land & Land Rights
Subtotal

Well #92 Well # 9.3 Booked at 12/31/08
Additions

tv UPIS

Increase I
(Decrease)

Deprec to Pro Forma
Rates Depreciation

ExpensePlant # 9
$88,715
$88,715 $0 $0

Total
$88.715
$88,715 588.715 0.00% $0

$291 _194
$34,179
$34,230

$227.492
$21 ,688
533.279

$3,038,258 ($2,396,196) 2.50% ($59,905)
304 Structures a. Improvements

304100 Earth Work, Fencing
Paving
Catch Basin (Drywall)

304200 Earth Work, Fencing
Paving
Buildings
HVAC Unit
B" Piping for HVAC Unit
Fire Suppression Eqpt
ManholeJCatch Basin
Electric Gate Opener
Subtotal

$738,677
$13.066

$B7B916
$143.119

$9,582
$45,780
$24,094
525,890

$1 ,67B,424

5518,686 >
$55,867 >
$67.509 >

$736,677
$13,066

$678,916
$143,119

$9,882
$46,780
$24.094
$25,890

52,320,486

0 $1.678.424 1.679 $28,030

$259,603 $282,459

307 Wells & Springs
Drmlng, design, Installation. initial
water quality testing
Sublbial

$2,712,606 ($1,920,6s1) 2.52% ($48,401)
$0

$417,Ba0
$417,840

$374,105
$374,105

$791,945
$791,945

309 Supply Mains Pipe a. Fittings
Valves
Subtotal $0

$40,980
$74,049

$115,029

s110,411
$60,948

$111,359

$151 ,391
$134,997
$286,388 0 $286,388 200% $5,728

310 Power Generator 1- 750 kw/ 938 kA
generator
Subtotal

$225,532
$228,532 $0 $0

$228,632
$228,632 o $228,632 4.42% $10,106

$207,973
$255,832
$564,901
$41 ,367
$16,651

$3,528

$207,973
$255,832
$564,901

$41,367
$16,651
$3,528

$3,280

311 Pump Equipment
311200 3 - 60 hp Pumps

3 - 100 hp booster pumps
Electrical, Control Panel
Compressor for Hydropneumatic Tank
Pressure Measurement Device
Ultrasonic Level Measurement Device
Chlorine Analytical Water Monitoring
Instrument
Well Pump
Electrical, Control Panel
Measurement Device Gage
Subtotal $1 ,093,532

$105,562
$343,838

$3,444
$452,844

$121,764
$436,240

$2,314
$560,318

$3,280
$227,326
$780,078

$5.758
$2,108,694 $3,038,258 (8931 ,564) 4.42% ($41,175)

320.1 Water Treat Eqpt
320100 Magnetic Meters

Subtotal
$15,760
$15_l/50 $0 so

$15,760
$15.760 0 $15,760 7.06% $1,113

320.2 Solution Chemical Feeders
320200 On-site Sodium Hyprchlorite Generator

Subtotal
$120,791
$120,791 $0 $0

$120,791
$120,791 0 $120,791 5. 00% $6,040

330.1 Storage Tank
330100 1.5 MG Storage Tank

Subtotal
$2,078.210
$2,078.21 D $0 $0

52,078,210
$2,078,210 o 52,078,210 1.67% $34,706

330.2 Pressure Tank
374,268330200 1,500 Gal Hydro Pneumatic Tank

Yard Hydrant/Sampling Station
Subtotal $74,288

$3,651
$3.651

$3,433
$3,433

$74,268
$7,084

$81 ,352 0 $81 ,352 5.00% $4,068

331 Mains
331100 Mains 4' a Less
331200 Mains 6" to 8"
331300 Mains 10" iD 18"
331300 Valves
331400 Mains LB" 8- Greater

Subtotal

$55204
$48,870

$517,858
$89,130
$7s.118

$787.1 B0

o
0
0
0
o

$55,204
$48,870

8517,858
$89,130
$76418

1.53%
1.53%
1.53%
1.53%
2.00%

$845
$748

$7,923
$1,364
$1 ,522

$0 S0

$55,204
$48,870

5517.858
$89, 130
$76,11 s

$787,180

334 Meters
334000 2 - 6" Well meters

Subtotal so
834.441
$34,441

$33,636
$33,636

$68,077
$68,077 0 $68,077 6.67% $4,541

336 Backflow Preventer
336000 Backflow Preventers

Subtotal
$2,139
$2,139

$2,583
$2,583

$2.314
$2,314

$7,036
$7.036 0 $7,036 6.67% $469

346 Communication Equipment
346190 SCADA

Subtotal
$164,204
$164,204

$4,305
$4,305

$3,857
$3,857

$172,366
$172,366 0 $172,366 10.30% $17,754

347 Misc Equipment
347000 Eye Wash / Drench

Subtotal
$1,069
$1,069 $0 $0

$1,069
$1,069 0 $1.069 6.19% $66

TOTAL PROJECT COSTS 56,322,924 $1,290,296 $1,431,481 $9,154.701 $8,789,122 $365,579 (524,458)
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EXHIBIT

Corp Account 570100.15 : $1 ,152,298.75

Month
Jan
Feb
Mar
Apr
May
Jun
Jul
Aug
Sep
Oct
Nov
Dec [a]
Total

Provision
$121 ,809.49
$53,800.75

($210,159.95)
$163,578.79
($71 ,674.56)
$79,837.07

($12,335.88)
$138,454.14
$56,969.46
$7,960.11
$3,703.73

$11 ,407.82
$343,053.97

Charge Offs
$21 ,534.66
$15,616.37
$12,768.95
$29,286.77
$11 ,575.78
$12,334.20
$20,002.35
$20,154.11
$20,577.70
$19,979.93
$24,150.05
$27,538.55

$235,520.44

Collections
($4.588.177
($4,530.18)
($2,153.57)
($2,096.54)
($2,295.31 )
($2,541 .50)
($1 ,222.00)
($1 ,822.01 )
($1 ,098.56)
($1 ,662.71 )
($1 ,120.91 )
($4,044.10)

($29,175_56)

Net Charge Offs
$16,946.49
$11 ,086.19
$10,615.38
$27,190.23
$9,281 .47
$9,792.70

$18,780.36
$18,332.10
$19,479.14
$18,317.22
$23,029.14
$23,594,46

$206,444.88

Total
$138,755.98
$64,886.94

($199,544.57)
$190,769.02
($62,393.09)
$89,629.77
$6,144.48

$156,786.24
$76,448.60
$26,277.33
$26,735.87
$35,002.28

$549,498.85
$602,799.90

$1 ,152,298.75

[a] Dec is leaving out the provision for Perryville Prison of $602,799.90
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St '\r1'VIARY:

Exterior ( oallng. (Ne cxlédur using, '~.\u:m al~pc.nc<l In he pm» idu4, ,nod i» 1n1L'(.luIn tn 1l~ 'JLLI
six! wen funk industry (`un~ull.mt4 hcLc~e»  :he loc emf crier uflhc t.mk Jo Lid in! need la he p:m11cd
.v1¢hIn the nix! in yc.lrs hmm .1 4.ntlluslu . sl4mll1mnI However. rev. ulunw >hnuld he n.-uv.llu:Uc;l :n
; years to dclcmunc a mow prccasc rccoatmg auhcdulc. Due to Thu.: .ndllcazoxn Jr 'he c:u:~tIng CXlCI§lL\l
ooutmg. spa! deaning and tnpwanng the exterior may be Hz f`r.4<ihl<, nprrm 'he .° xlv.:lmr coating
system should be evaluated 1mmcdintcly poor to prupunhg -puu!':¢.uu-1» ~ *uwunlnw If' the \.o.lhlu:
adhesion is shi! adaluatc to accept a Input.

.h1.un .|. cunt.
(.¢»l ~.'ll | u I

a nInterior Coating: The ub¢crv4,d iulernor smarfcuxs u\pL¢|1c 1 |-» hr In p
xcnal I \-.s were observed on the mot .Md supper! 4 Jun- hunk r : i v

ion I 4 .I c 1 ~\.r"accs uflhrs tank ahuuld be 1 u:.» .. wl\.1ln I 'L
J! A » I 0. the auf .Md 1.1ll1,r~ it is nwsu ucncin 1 lama -1-"{'l
¢ n 4 /11 I rq» .1 tL.l . 1 pmvcu.1l\ng sy§1<,M ~.l1uu:Ll h mol

nu! p rt;

Pntuntial Nrudul al Dc!l¢u.ncll.~ Hxcre wccc Pu r II slfUdt

o Lu | ». 1 nd Da l  h e L cubs.. -M ~n Thu I ml* an

sCulL L- (to: Re > cu, 4 .ad '~v1.sl¢d.

Sunni; I)d1»:lenu 1.-
$\¢1'3 1 ~,1

I  . .
¢.,'l.lc¥

NIL m I I  - 'p ly  ng " I  I  to x i ; "1 Qlcuhlc L

VNS!/(JSIIA .and Safety-Rdaud l)d1clencics
' | i n k fun ad c c LL . Lr u<1¢.d

Britt, \\\,!..

o
I I

o
o
9
•
9

. rang, . s cA a Md wndull inflow ti. s .Jhudn pxntcuwll Luull a ll

= on mu 1 A the extcrlnx' lasldcrwuld ntuferc .nth the ism.. cy! the Ink.
' me <.<1.r a luddcr sndc nu's "cw com.:.. .so n.sl\y we small,
INC »  up hdwccn the r¢» .\l'and ~l.1hzty rfulmg too but exceeded the M-\\m\um zlluwcd p 4 Ll
the Mn! sutbly xailmg ol)un1n2 "in n H cqunppcd vmh clu Ll] c cl'ul Ax I »  dntu Pu.
unadvcmmtly falling
the mud~afety railing lundrml hug 'I "ds d\lncrlsi¢ » f~ully fun >m Ill.

the mu! Was \» quip[n:d with nrniy inc munhulu,
the ummul ladder read clcurunu: and ands: nils wiz. dimcusmomally lm ~m.d
the mtul Mr I lddvlr was nu! cqmppcd with a safe-;.Iirnhmg ds I
the intcrlor ladder rungs were Mn nfslip-vcwMun ch :\|\
.| Gun was oh~ervM 011 the Inter lm Ladder

If l \ l w.wr wnahus la full) u» u\;» lv v.1lh OSHA in . 1 - ulbxy-.<. Jud

Rh.: 1. ah IL L cs hen.-clniicd

4 wlzuds, -t la 'LL 11ala at

unvs A. 5.lnlta1\. and Operational hcficiench-»
In...Iul..1c | t i  stank -L'll

I no .cm. .~.°.'W ! 1 U( L s |
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(wound */mg( lrmx, "S
run Wan I .Sun (.M Aaizm I

HI' 1/p,A dl

qLvlmAI{\

xteraur ('ailing: The vxlcn ml coasting »; -fun .lppcalcd to aw plus: hug ,-plod ;n'utc»liu1l tu- x' L
\uz¢¢¢<x\ Link lna.ls\ry (.nn4x1l!.1nls hclxcw s That loc ctterwl of the Ls mL al" auld nu! nrcd tN he p¢M\ls.
wl1h.u the next 8 in Ill ycnra Iron. | currumnn snnmlpmnl }h su.u t*1c \:Alcrh*l should he lu-
evaluated in 5 years to dezwmne 1 man precwc rcwanng swllcduls. Dum, fv the lim la gum! ad IL'SN n
it the cxashng cxlenur cnatmg, sgxat clcanmg and tupcoating thc- uztcruw appears M he n tea"blc
option. The cxtclior ooatmg system should be cvaluatctl nmuedluttl 1 pm I to pxepurmg sl».~.113cat1nrn.
to detenmne \f the coating adhcmnn ms .still adequate to u,c¢.;n .1 n,p¢0 n

-1

11.l Use

Interior Coatlng' The observed intcnur sl.1d »* .1_=pe4 Cd to c u . »d A °.e1a1ll incl ti »ll
ng; 1Gc.mt was of ccrruuon or coating fanlurc woomin ,red nana mio -> C a'.-.1lUI\t
ac :nl nor s laces al this tank ~:hould nut nccsl \u,(»:lh.d vnhn :|

udll 4 Lllx, :lot 11 n system la plupcrl) opLr.¢lcd .my ml l\t.lim¢l w
L. u n..n .ms I rte i¢ r '41 auld be re-cv.du Nu..1 * yr..s iv Juu-
Pd / Rh t Ii c :Men r u mug suhcdulc mIn he dana- Ld Dy w u I If

ll rel. 1 1 :due that whet the lnu:r1ur la .m-p.
ystcm a id Ar. A 4.

I LE I

Sdsnnc Dcficxuncy H was  iv 11 <,dclx.1clu,) u

n,xl.ll lIp .g w. m t Lou I l'¢,.i -vi. ,ml I

khhl/osHA and $afe¢y-Rclaud Ucficl -lyrics
I I  Unk l.sI. duficlul.

lhn I .  u (' i 11 d .t led la ii..

O

Ali' .ulll .

:s IIIIL

O
o

o

o

the ¢.x1Lr"m ladd. saint, ¢.Agc was url c :peal 4 Rh an ull'~ •
the, condo a bf. led r Iv extcrinr ladder c\n.ll: nnlczlissc with the n

the cx'¢.nm Ia ide: wldu. mud owe dlm1.n»»c»l\llly Inn $m.Ill.

actwcu h-1, rcmf am' 4 nc\ytaal\ 11-1 Mc hr exceeded inc no: .| |-

loc, t »f mfcly nnhng handnlll hcnght w..~ dlmclu~InnaIly too snail

Rh I 01` \sal'uy ranlmg upcnxng w.l~ n.»t .quappcd with clunuru ch.un~l to dU
la auvcncntly falIm5,
ahs In( f we. equlppcd warm only one 1:.ar\hnlc
'he munua laddcl was lull ¢qulppl~d wltl. a sally-clnnhing du lac
IhL -ntcmn laldel side ram and head c'calancu weuv dllnenslun.llw [1 A ~nvIII

the. mlenor ladder rungs were not of slap-re*el~=1un1 dcxngn. and

a Him was olvwn Cd nm Thu mlcrinr ladder

If the (N her wishes to hills nnnmply \vxlh OSHA ilihl ..1¢1. u-I.1'c ' .I it
4. dcficacmsucs be rccutiul

ac' n.m...»- l'd "u'
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lL'llLl» 1 Rh Hunk u.wcH'
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St 'MMARY:

l*1\terlnr Coating 1 he extcl 'lor coating <y>xcm appealed to be pa vulg good lm» lcdiun l the '
~.ul fnucm 'I ark Industry ( or aullanW b¢,l1wc~ than the ctturiul of Rh tank allcuh' m t :wit to be £ mm
within the ncxl 8 fU ll: we. firm ¢t .< rmsioll stdmlpon LL Ho\ve\ Cr. the s.,x!crl n should ha -
evaluated in s to o years In delcrnnne a more accuse l'ecoatulg scluuluh. Due so the he' udhe~.snn \ A
the existing exterior coating, spot cleaning and lopcoating the extcnor l1\ll-V be a feuslblc opt on the
cxlemor coating system should be ctaluatcd tmmtxltately put It prcpltlng 11» <,;1li= ah -ms LU ll¢,t¢u1..
tr the coating adlwsiuxm I»  still adequate, to accept .1 tupwat

(men For Coating The obscwW interior suxlaces .xppcaued la be in he to 50. 1 c.»:¢ditmn as cum ~. I
we. »b9<:. cd at awes of bhatened coating in the Lol l .  Md no, . \ éni f icavlr an v- ml c re 11,4 huh e ml

Toss n won, observed nu the Iluur or roof. it as 1c4.~mllxlc.l¢lcd that the ~,.n2>-» dic I»toe,tu I '\YSIL14
u. Rh Tod assad 'ld Lated by the manufacturer lo prewcnt fun wr co l1n41u1. "al .v.,. I | g on c c. We
lm .nt¢.ri1\ should Incl bu me-evaluated i n  4  t o  5 was I 1 4cic.1n\m. I... JL All Sn. 1cJuh.. it
-LCM unudd that v hr: 'ht interior is cnnlpleicly ck, ul¢.».l and rL 'ice c 4° oat n |
Stu. Llc be usu

bci§!IllL Dc6cicnc\ aha h Sus xic nlr.-f'c1er=z» * Eu.

en Rf s5 W.1\ In l¢,.IUl]\ J Ilcxnbk IIC4.

V9b1/()9H'\ and Sola)-Rmlatud Deticicnunz Hui*
| s rd pk H ¢ c a .Ecru 4 ~.n lnt,l1.dc 1

I l  u 'JUL LN

l_d*_iq | .  4 C

aL pr, l

O

4

Q
O

4

O

I IC X1¢'l l .. atdcr Rh. , cog. v\.u nut equipped with un- f ' -

thc <,ou 'uf Uh he utfu. we ad her c ~uld mtcl f¢l'¢. with the U: '

the ¢.xtc1 or Mddu \l.IL nails wen, duncnsuuully lull small.

thy, 5 |»  ':e:tv.L.n liltéi - .i and safety ralhng z me her exceeded the ll14l\

the rout s4l4J.y airing lmndiall height was dzinczvuomllly ton small,
the xo » t watch railing opcnm; » Va*4 not equipped with ciustuc chains u
.I advcreMly fall ing,

the roof w4'4 equipped with only we manhole,
wiring was cxpcwcd at a conduit nm the re .» f
the interim Lnddel did not extend l.»  the tank flour .
the intcrmr ladder was not ¢quipp<,d with a safe-chmbmg device
the interior ladaaf rung; wen# not of slip-resistant design. and
a film was observed in the imcn Mr ladder

Ii :no Uvlncr "iehes to Lully comply with OSHA 'Md >41!<,.\ r¢,la.f.
I L - dcficucnciw he acctxficd

.r.u.¢. \i~., " x\ '{§_4l! um<~n.lu. "it

AWE x. Sanitary, and Operational lkiicicucics
. Iv lL;v.u L 11 {n~ 'urL. 45 well

I I I :  \aL L . \ \ \ " \ '1"4

I la.) L 4- n;h.qu\ppcd wllhagJsMl.
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QUMMARY

xtcriur Coating 'I he evlerim c,¢».1t111 nslvltl uppcurui h be pm 41 ng ginni pmtcclmn to loc s
<urfz1<,cs lank lndu~tly ('¢'I=\\llt.lllM hdacws that \hL extent: Ur tin t.mL \'u».1l(l nut :red m be palm
.vluuI\ the ram S to IU yous hum .1 wuromun .ildndpulllt ilusscx-u. :he cAlul\ur should be rn.
evaluated m S to 6 ycax m detcrmme a run. pI¢cls¢ lccualiug sr'l\¢nh1lc l"Ju4. la the hut k good
adhesion of the existing cxlcnnr coating, spot clcanung and topcn.d~rg' the cue Mr may he n fc8uhl
option. 'I he exterior coating system should be cvuluatcd lmlnLu. l.c.y pvt-1 it pr-»uullng sptx xticatlc-nt
xo dclcmlinc \f the coating adhesion is sol! zukquatc to 1 Lcpt cl Wpcv

lntenor Coalllxg The obs cf cd zntcnor surtuce. Jppc.arcu To be -r l̀ 21u hill .14 cm [flak
be. Cd 1 | the of and support slmcturc z4m'- at Ar;-as Ni hors: LJ c.linn,; nu the UI
L mmuu 14.d !ha' the calhndnc pmtcdlon ay ¢.l¢m *vo ~ l'uAt:,d .Md .ullu\\ | .null ' us.

}aC~u he! u llu.ion ham developing on Thx. --.ch Ina lute' (Al -.I la" ts..J .1Iu.1
¢..lrs !o .lf\<.llr..L a re untiing schedule h w .\AnOn nmcnfuxl 'E .I 4

red l1l1»A 11.palntLd an cp v ¢.nf\!1ng >y»xl¢111whuuhl fl'u=s:<1

l

Scnsmlc lkllcluoq 1In.,u. \ h ¢ \»l'll111C duficum.. In led

Hr, Up la '>ll111 1 \1'¢l§ .- al Ult. HL I wxtlz Hexmlc c n u I

\NS1/()$H \ and Safe-Rclatcd liclichmius
ll s tank Ha. 1.dcflcxcu Ls I. - u la i

lie t:rL.¢ \LIA 'r P\ III I Laue Uh

1444

IL 'ac I

0

•

l"c cxtun r I mndcz a°lILI L - w is n |( cqJI,»pcd with |.

11. mndJ t I cl cu al or .\*<. auld llntcrfcn: .noh !he.: 1ST
he. cu. | r I iducr .A 4 I :ale ..cry dnncmlonullw R n unal~L

r' L, 8.ii ushwu' 'he I .Md sntulg. 1ail.n,g loc he \.xcccdcd hr
(he ac al. ;fLt) 14 'm l~41ul141l hel;;t': w as d||n.n~.:u|\nlly l Hr sln¢1II

u, )r l ».1th'» 1.nhr»g opL:n.m:1, w.e» to ' cu ppm with \.lusuu. Led .
n ulvcm..al; [ailing
I Sc lnnflw.1.~ cquqsporl nth only ult in¢mhulc

*w intern ladder hc.4d Llc.u'¢m,e and side rails we c dm1cn~alon.xI!5 z hi all .LL

hr Intv:1¢»l ladder W¢\\ nut cull»pcd v ll'~ .\ Sail-\.l1ll\blllg duvlcc_
the unlcnur lards... rungs vwxc nm al ~hp lnbuclalll dusegun, an I

4 Shu "ms .»h4,r.r<,d Vu H c nluluun L.ddcr.

It the Uwner wishes to fully comply with QSHA and sefely-rc'1h,~d s' w I it
knew dclicxemmes he rectified

ll lx n:».»:mncnuul:l Rh|

XWWA, Sanitary, and Operational llefidendcs
d-h amine on this tank Zh v. ell

Ha re urn; AV' \& A. x.1n1l.u.\, .Md up 4'mg

I Hal All 'HLI AIL )1
I 185-1

I( fol. it.:

.4!l\ud1c pzotcuiun hand hole cnvnr l»lLN:~ "cm n1I~.l1~,-'1c<1
4_(s ntn the l¢Mk, and

u~.lf1nw Mic! was such Hunt (in | :Pun cnvs -HI ' 191 I
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St VIMARY:

Exterior Coating: The cxtcrim costing g eystcm appear,-d to be provndmg good protection to the. s1e,¢.1
aurfuwa 'lank lndueuy Fonsultants hclicves that the extunor it the u to shout I Not new to he parts.
within the next 8 m ll) years from 4 so Zion stundpmnt llouewl, the e.¢ter1u should Ne re
evaltuted in .0 to 6 years to determine u man prccm: Ru-coating s.:hedulc Due ll) the good overall
adhesion of the existing exterior coating. spot caning and topeoatm - my) he 4 »  option Rf Pu rum Cd
before the exlstmg cuattng adhesion deteriorate., tim.tt.r Ute cxfun t | .any iyal¢M sltuuld ac
evaluated immediately prior to preparing specifieatz. lt~4 tu ll.,1elm.-1e at tt.» ~ u 1! ° - t l l tenun I ,t
is equate to accept a topcoat.

Intuit ( aatlng: The observed interior 4urfa¢.cs ¢ppcarLd r¢) he nr Lm...!'.clarI.
v w:lt<,l hoc and in cm condition ah Na: Tm, high w4lcr | I 11.1

ea :I men s that "AC anterior smlaccs of this zan §:' 1\.1111 h n.cu.4tcd v lthi 1 HM.
ti c c=<tem »f cm. c -h 1 »b*:ewed on the roof and lalicas It A cu nm kc.
u ml h u.ly n ¢8'18d .M 184 du! Ted, an epoxy cnahng wslcln sh..uia

L

l'1JIIli U l'¢i\"~ ' L
y » 4. 'Zh

.¢(~ A A

all ti L *rt

Pountlal btruuux at D¢II.:ienclus There were pr »1enh.1l in n . A 'Cd

0

c,Al<,II»ivc nct.4l l WU mbsu .4 I Ill t ac r<» nf fdtlb
w ca al t .c I after; .AuL,bu.vcu nth \ -Ted

Scilnnlc Deficiency Zhu.: Md l1$L1l'\l11 l£'.» .1cn8//. ten
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the r,-ttertur' ladd width .Md side mis wen, dl ncmstumally mo > null.
t nturru Ladder rungs were Mn ml slip tcsinnnt dnrgn,

the ~p¢olng hctween vcrticnl bars on the cxtcm-r '.uld¢.r sulbty c<44c cw :curled hr.
'\Plcll\g intervals.
the safctv railing opening w.-4 no! equipper' with elrwsurc ch.u 1»  tn dcler pu» u11m..
lnrtdvcrtcntly falling.
the 'aicty railing woe nut eclulppr.d with 4 mc baT,
the roof safety railing, mid-rail, handrail, and uprights were dirucneuw ally tau small,
the mud was equipped with only inc manhole,
the tntcnm luddu width side rails, and head clara u... were divan t.1I'l.1h ' nr. Sm l.l.
the interior ladder mugs were not at slip ruststun 4cs.gr .v d

film was noted on the interior ladder.

Rh., (1 . ac: . i\hca tn fully conlply with ObHA iII1\l mfcw-ru I ates .t m\l4ld. u
ll Lab J t. L.: nu I c rc\.tiGcd
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sUMMARY:

Exterior Coating: The uxtu Io: c0.!lI mg .~y~tem .uppcnned Lu lm in pmvidlng guild pmtccllox .
awl sol f.1\3l$s. T.mL lndu-uv Lulxsult.-nl» l»uhcv¢.s 1h.n the cxlcnur rt (ha junk ~uuuld not need In ..
pox :Md wuhiu the neo 8 In If' ye¢us irnln .m culTu$10n slandpumt Ilmu.ucr, the cuunaoz should he lc-
cvdlu.Ucd in 5 m 6 yours la dvtelminc a nuorc prrcasa. rcwemng auhcdu 1: Uuc 10 (ll¢ good uvcradl
¢dhn.siun of the exislmg ¢\lcr1ur cuatmng, spa! clcanlng and lopc4ml1nL 111 'v he an nplluv \f pcrfurrwd
hctorc the cxlsling coaling adheemn dutcrior4tc~s fiutiuz 1.h¢ lu I I 41 1414 ~.. stun sh-auld h.
evaluated xnunodiately prior in puepuling ~pecifi<,:\u \~» to l'h,'u:l 1 'l'¢: 1 xi!! n d . Sta'

iequale to accept a mpcoar

lutumr (Hating: The viszhlc Ingrim ~.urhscc> upon red l(l he m nm \. » 1.dlln nu! \r the 111,1 u u

| nd n p ll) » nnditwnabove the Hugh w.m:r lm 4~c in min A url n c'.1 4~~s \ JSulwCl. I

|4 d s.4% III maun Tank lnaualry ('\»ll4ul¢.1lll> Z..L,\1ll\1l\c . U 1'
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z u..Vt HJ" l adder width and such. I l:l\ cu.: dnncnsinuu l> hxu ~.maI'.
1 4 s.\tumt ladder nlnbs "enc Na! ii slip-rulsU -r icslgn

he. syncing between vertical man: m the cxtcnnr nldcr s study c4414 cu 1 41C\1 he m.u 11
~ip4<.lllg inc: vb's
:la safety nnlmg .:r,cnm,: wm.
madwutcntlv f.l'hn;,,.
the awful) uilmg was not esquuppcd ~vnh 11 Tue Hal

the roufs.a!cty raMnsg, mid-xml. handful, al al upright . wen: 1.'\u.n

the wit' ad. Lqulppcd w Rh only om, Ilhlntu la..

time anlcrnor laddcs width, >1dc rails, 4ll̀ \\! I url L.lc.u .n : .~.<,»¢ JAN Ls'
the mlcrlor ladder lungs were not ii ~llp-rcswtauu -ir.-~11'n as d

1 T was llultd on the interior laddcs

l l u. (Iv, 1 al -s to fully cmlxply with (MHA 1.ll'11 \.lf') 1 v»1|'c<i »1.nui...
lhwc.LI r. 4 ..w~ Ne r.. -Utica
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SLVIMARY:

Exterior Coating Hr: cxlcnn u» 4l1rg swvcxu appu.ucd in he pun ld ng gnu I prulecvuli to Rh. s LL
surf4c4.'s 'l'lmk Industry (`onsul4al\rs hcllcv.~l that the nlclun uflhc \.Mk should lull uccd lo he pnmlw
wrlhsn the next 6 _/1:¢xs furn .a u.nl0*sl(» l\ atandpuml. In wcvcn, the cx.cru; should he xo-cwluatcd m s
years to dctcrmmc a Mme prcciw Rex:oallng schWulc ll appcarud soul cleaning .Md lnpuonting app cm s
to be a tbasible option. The uxlerior coating Wyatan should be ev..lu.ltc» .i 'n n\L» 1latc v pr lm m pl¢.paring
specifications to determine if tltc coating adhesion is so ill .tdcqu.ltc in .¢c\.c[lt A to pconl

Interior (`olting° The uhscrvW intcrio: swfhcss .nppwrd la N xi 11/ 11 wlnintiwnu as Ag: . mm
col.o~ on and metal loss wane observed on the rout :Md »uppml ~!ru¢tur» . l̀ au-L lndustr\ - » he
rel ev\,s Rh rt the nntmur surtau.s al lhn tank ohm Id 'w rcwalmi HE m./J ac to 11 L -44
\I' mlrusu .I .1 ld meta! ln» 4s noted RN the roof \Jp~» 1 sl f l l i l l  L l Gs L im u  . a l n  a l

|  1 ( I .~. L I: Mc J deaned .Md rcl1.m\tcd, .an qw- \_\ . -nz av fun

Puunual Sh uuural Ilchdcucies: Ihcru wu p l., 111 ,I » tl¢.¢,lu1JI K HE 'LLA

L nslvc a l s n e ' II I » \~. wale uh\CI'vaA»  ¢» 1\ r..

1 u r l  e x . . c l it xi. | ahvl | l igh t ly I  .  wad

Sclsuuc Deficncluy .h z 1UiCII¢' r

In ' J  I .  n rpp | ;  1 . :  n tuqu, 4 llcuhl.

\'\St Oh!! \ and Safety-Rc!al¢d l)cIlide11clu I ere h v
Tm.. llluu :h.:1, .,n. al I .A

5 | K Lid alt

t  l¢ , I ( t hint. r a l l y up¢ :n1ng n ot cqulpp\.-ml w1t 1 c l os u re Lhuu
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Thu ii Ra 14 do (14, up wvrc d\rm:ll4ln118ll_\ I IU » 4m:sll
:h - l"\.lWL.'\ I A - rm»f and s defy ral.II4:h. o he exceeded ll 1' Mn

_ was
lnanh L nu fly falling,
the,Mu! we: equipped with only no mnnhulc,
I M mlc'ml Iaddcl sndc runts, width and had ¢..l1'a1..1liCc NOR' dslliun\l<» !Hlly Mu small,

the int.lior ladder 1ung> wu'c lIOn of slip-lc>nlal t iichigri, .ind
f i lm w¢1s ob-.uvcd ii. Lin inc: 1(I! 1..u...,

If the Owner wlshcs to fully i m p l y was OSHA mol sufclv-lclalcd .~,tu1 dank ll us 4.4 mmcrrdui t:v I
these deficiencies be wclaficd

AWWA. Sanitary. and Operational Ddiclenciu
.ti.nenc\c_\ al! thus tank as well'
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l lc'\sttw: A I the cathumllc pl utvcliull lnuxd hr la u1\l..l plate .» cW n . =hgr

c Flo »i ti .. 1 vczihns mlcl was s h that "v: I....!- u-ds Vu c .»
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1,256,098 Gazlfon GvauandStorage Tank ".s:{.t WPM 72:11/v #I av
Arizona Aanwiamu Warm Sun Ciba Arizona

go
898* we {}t8'3, 8?6

Sus~a;w;ny~:

Exterior Coalthngz The exterior coating system appeared in be providing adnquats pmneciinn to the
a d surfiiwes. Tank Industry Consultantsbelieves that the extelicrr of the rank should III!! :Wat so be
painted within :he neo! 8 to 10 years from .. cnnnsion standpoint. Hawevur, Tim exterior shout Br: re-
evaduateci in 5 to . to ddwminc mura precise recoating schedule. Due tn the wary poor

adhcalion of Up rolofeoating,cnmple!ely.clcaning andrecoating the extmbr is reccnuxnuadcd.

lntarlur Coating: Tlne alalserved interior surfaces appeared ti: be in fair avarall nonrlition as some
couolion and mat staining weru ulaaerverl on the of and supqzcan Tank lndwamry *ioswurillnis
beliwesthat liacilnleliorsnnfacesof this tank should not need tober=.~1c1szanteai within Lhmaeaut Ns-

if the calimnmiic punnwedicuu system is pmpnrly nperatcrl and maintained in accused wi th
mamsfactura' naqmixuamanrts. The interior should be re-evaluated in .»  tn 4 ycarrs ro ckatannim a recoating
ssduedule. it is lilcelly that the interior rccuating schedule will be dl¢t%lze¢l by the amount of eannsion
observed above the war l ine. It is recommended that when the interim is oompldely cleaner! and

sintcd. an epoxy wasting system shoukl be used.

Putnntiai Structural Deficiency: There wma xx potential structural deficiency nnicdi

several of Thu rafters ware bovwa41i and twisted.

Seismic Deficiency: There was u seismic deficiency noW:

the cxtedor piping was not uquippetl with flexihlc connectiurxs.

ANSIIOSHA and Safety-Related Delldenclesz Thane were OSHA and safety-damn! dfeiidencias an
this tank. These detidnacics includedl

4 the axtiarior builder side rails were dimensionally too small.
the gap daveen Thuroof and safety railing Tue bar awwied the maximum allowed gap width,

the roof safety railing handrail hcdght was dimensionally too sandi,
the roof safely railing sparing was not equipped with closure Chains to data persalunIwel from
inarivuiulxtly fallen_
the ruurfwua equippf I with only one manhole.
the interior laldndu' side rails and head clcarnncle were dimensionally in<> small,
the ingar l:aldd=ar mags were not of slip~resimam design, and

1 film was oblslarved on lim: inmalior ladflcr.

If the Owns wishes tn fu!1y eompiy with OSHA and safety-rdatcd siandawdls, it is necomnwnudud that
Ipecacdefwiaucia be re» :Aifiod.

AWWA and Qperafianad Iktieiency'
wzllz

There was an AWWA and oqneirating éeficiuncy on this tank as

the iocaiicn ufitle ovurfic-w inlet was such Mat the :after ends were below the high water line.

These dcficicnzcics shcniid lac corrected.
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Exterior Coating. 1114: cxtuiol »n¢lillg .»yslem uppczmxi to be pm\ xdumg adequate plnt4cuuI1 u ..
acc! sulfuccs T.mk Ix:dl.s~tly Uonsullalmis bchwes that the cxtullun I t`thL to L sh url not need to be
pauntcd alain loc next 8 to I() ycalr~ tiuun a coruwuulu >lund}1oll1L l\l\\cvcI, :he cxtcrlox should be n,-

evuluatal in S years to determine a more prcciw mcoalmg schWulc. Due In the good ndlwsiun oflhn..
cxswnng exlainr watnng. spent clcanlng and topcnanmz 'h cxlu' 11 la-ay '-u .1 f¢.1>4\ ac uphun l'hc
ctlcnor coating Qystcm should be evaluated Irtnxnuium-ey ppm 'n 1311.1 vnng s m, |k 1¢|o|1\ la dc'clmu c
If loc coaling udhcsmn is still adequate, in accept a Lr Psi alt

In ter io r  C oat ing : The uhscrvcd \11(cnur nurfwe-» uppudlcu ti he .'x go »d uwuall Cal Ll 'A

so_, of.: n alea4 of corrosion or coating Failure wclc nhsclvul .  T . lr 'k l u lu :» U)  ( '» Hsu. I  t  h

Ills. I- 1u'1 r udac ee <~l̀  ahas tank s huuk l no t  need  I  . A 1¢.Lu.ll8J .v.Ill 4. 'l.¢ 4.4 »

. 1u.1d1L i r uh  HER » v~ lc n1is properly <» pcl.atcd .HJ 1lnnnl.ul14:cl 1:. 14 | \Jr

xx. l i l a c 1 . * R m u I i would he no-cmluatod ill * .cos iv "Lia I l l -

hkc ha'  fhc mlcn-  .u ,~» l l  L  schcdu c  . a l l  h e n l x t u l  h .  l l l c . ~l s !l\.ll.

I - »1'.1L I t  1 l . .s  '1  ' t  u I  I ta l wh en  t h e  m c | 1 1. l

al A g >y~» h.: sh 1UI1

a l

Bciwmic I l d i c i u w s flu., L w ,l\ ¢1 s no 1(INCl¢Il¢.'{ I

~.xt¢...u r pxpu Vu Ut».qulp cow L

\l\hl osli 1 and Sshu-Rclalcd Dl:fiLl\llLie§
I  | \TL haw ruff. f .1

'I hel L ' an :R u

\|

I\\\NIl

0

o

O

he, act A ( .1Jdcx al 4, mis "uh dm1cl1su»nally luu smfali

he. 84p I 4,-wcu Up r I and wlcty wlhng me hum uxcccdml ill. .

rt u lm ay f all ng h mdraxl helge we: d1m¢.'n~xlnn.lll) Nm wmdll

salary  rauhng opunug was hw! vquapped with ckw-.urc 'ham~

| ¢dwrtel f ly  fall ing,

the 11 ll was equipped wllh only une- :|1.r:i.0le,

the mtumr lnddez snlc sand 1 and head do; anti.: \U.lc d:mcn.sIulmII5 \ -u small .ml
Thu mlc/ we ladder 1 u1\g4 wclc nut of»Iip-lesIslant clcangn

I! 'he ()wn¢.1 w.sh4»  to lu'\y comply wllh OSHA Md \al1'ly-r.:lalc¢l :» l.llldNlds. u m sewn uuulxdud that

these deiiclcrlclcs be wuxliod .

AWWA and Operational Dclicienq
wail

[hue was \ \ l l  ' -  'A \ \  A Oni (1 -u t l .  , f  'cl |¢ucv- .¢ ll » lm :. .1

fluff of the Melflmv inlet \\|\\ such that 'L ni t s ' J\ .I . I 4.1-

I h. . 4 .us »huuld buemu \.lull.
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|' xlerior touting' "hr, cMulfu cu.ltn\ sjslcm appczneti to he prmuhlm 1d¢.q1l:II. pro»tc¢!lul ' 1 c
anal <urflaccs. l̀ unk 'ndus¢r» (`omultart» believes11.11 the cxtcu~r 01 IL Utile hhuulal nut raced to E..
panned within the next 6 in x yc.a14 mu. A £mlr»slon etandplmu. [»lm»¢..|- hr L Uc.\ul sushi he la
evaluated in 5 years to ddcrmane a more plccl'4c rccuahng wchWuh. Dun. I 1 the m.1lgm.1l mllncsnm at
the cx.sling cxicnor coating, wmplerdycicamng .Md la:uatmg thy hunk l> Rh. l'JC')'11Ill\ .led nptwn.

Interior Coating Thx. ubsenW iMcnoz aurlhccs ..ppualc.! to L.; .ll *ha | .r ndxlif r ¢\hl)V\: theIngl-
walcr lane and in fan' condxhon below the Hugh water lim Tank lnc\.~'~'» f̀/»Isultan is n -mmcnd~ ah l
rt c anterior surfaces of lhhx tank should be rcuoalu: '.\ nth the m..»l2 v ~JI» -mc t( 'hL cm: ».~ 4
Mel al log»  ubsosrved on the roof nippon suuctuu. it as I ° m. lwmlcu Rx .. "ll | t I- in »r
camp :adv clc.u ed amt lcpalnlcd. an qxvxy ¢oat1n,¢ '\v\tU uJloulll "L, u-1 .

PoteMlul Structural Dcflclenciea There ucrc purer Ia!<tl»h¥U1:lx a.I

1

f Rh II v lfu.I~ m, L bmv¢.d ans! txusld. Sn :

del ow I s (ll 111 1 I (NS WCIC ohscx \Cf! ' | I 'UI *IU

MisnIlx Ilmfncicncy 'Q xo a Sb »  | L lcficwugy .\1 4 1

t. LA L'II( .11 mg \V4¢ ll t4.qulp_» ll |\\

\\St ollA .Md Safety-Rclncal lieisuuacics
in TI com ch e Luc.. I .1 1114

hr vs \i I '

4u*d.:l cho' t ah)l` Lnduu ~ldc l.nI~ due m v

| l l I M \~ 4

6

cy; I

in 'Al Hsu I \»

"no out :» ar\J) . x mg 01 Long W as vol l:qulpp~.\1 wllh cinsulc

| ndveriwtlv fall'mg,

l me gap bclwwn the nn.Ils.\fcly xalhng 'ac bar .Md 11.01 exceeded t\ c mdxllul
. of was equipped vvuh nnlv one nwih\lk:,

- c mlcuun luddcf he ld ¢,lc.lr.\ncc was J.'.u:ml0II.\llw too Sm dl.
the inc: Mr Iadacr rung were 1101 1 f =!1p ucsisnnm deny. and

| him "res nutcd on the 'Rh nm Luldcx

I up

I! the Owns wlshv.s la Lully comply with OSHA .Md safety-aclakd sun do ld
thesedciivumcncs he ndxficd.

rt 1< xcwmmcmled 1h.11

\WWA. hallltary, and ()pcraHon.4l Dcflciencleu
1L!lxcwn¢..lc~a sill lhxs tank as well:

hy-l
1 .5 .4 4 '

' -\r ',¢

i t \ \ ,  m i . l.I.

I

o

.I e cathodic protccnun hand hull user l'1.1ls:s nun lm- .lg 4.-1 'in' 'lm
\.| n \-In. halt which cu1..ld .allow loc mgrc- 1n~¢:.l=rlhl r -n. we

a t n . Nina I.. vo: m.crl.lp \v¢~ dumusnm A. 11 .1 n all..uh I
I 'I 'Al nil A Lriluw mM was sud.1 :al I' al mite:Cuds aC c al' l~ 1.11
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Exter ior  Coat ing: l`hc cxlenol Wat | g. $i-.t, t | .. \ . J *me pa n, dm; acicquate prnteulon to the
steel wrihccs. Tank Industry Cunnsuhutt. h. bx t | t  he cxh,l ml of f lu lark should i l l ( need to la
parts wi thin the next 6 w 8 years f rom a m .no nd['(llh! Hr-wen u the cxlcnm <l\uuld no xe-
cvaluatcd in 5 years to detwnmc a mole pm.1..: rcc(:.ltl:l5 » ch<~Jui. Due 'c the nmrgnnal adhcs in al
the existing exterior crating, spot clung and ldpcunhng m.1v he an 1 pin if pa: fomnW hefnre .he
cxisung coating 2ldll¢,slul1 d¢,lcnorzl!¢;-1 h.N.1u 1- cxtexiur Lnutii g 8\slc:x1 should UL' csuluain. i
immediately poor so piepaxmg specit iul i  lo . no .!`\hc Codlllib .ulhcu an as .till ..flv¢1¢. JC I(
accept a topcoat

Interior Coating The nhwrvW .nteu | 11 r 444 <1 I Luca m e m Thu cundmon b»Juw the tabla Eula.

mc and nm pour cnndmoln Zhu/e .he n s~l \A.!\...' 1 xo 14 Ind al L omuilaunts xccmnnwnde tri l |

intcnnr -4urfhcc=» of-t\\iS task sruu (1 he r..;1 . Lu .al 11 1 ti l u 1 y. 1-4 du¢ to the cxtcm of COrt'4 ~:-n
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Meter Size
Tier One Tier Two Tier Three

Monthly
Usage
Charge

Commodity
Rate

(per 1,000
gallons)

Upper
Limit

(gallons)

Commodity
Rate

(per 1,000
gallons)

Second
Tier

Breakover
(gallons)

Commodity
Rate

(per 1,000
gallons)

Third Tier
Breakover

Residential 5/8-inch Meter $17.53 $1.54 4,000 $2.41 10,000 $3.08 Infinite
Residential %-inch Meter 17.53 1 .54 4,000 2.41 10,000 3.08 Infinite
Residential 1-inch Meter 42.88 1 .54 4,000 2.41 46,000 3.08 Infinite
Commercial 5/8-inch Meter 17.53 2.41 10,000 3.08 Infinite
Commercial %-inch Meter 17.53 2.41 10,000 3.08 Infinite
Com mericial 1-inch Meter 42.88 2.41 46,000 3.08 Infinite
1.5-inch Meter 86.41 2.41 109,000 3.08 Infinite
2-inch Meter 138.30 2.41 185,000 3.08 Infinite
3-inch Meter 276.78 2.41 390,000 3.08 Infinite
4-inch Meter 432.63 2.41 621,000 3.08 Infinite
6-inch Meter 865.27 2.41 1,265,000 3.08 Infinite
8-inch Meter 1334.57 2.41 1,964,000 3.08 Infinite

Original SHEET no.
SHEET no.

1
Arizona American Water Companv

(Name of Company)

Anthem Water District
(Name of Service Area)

General Water Rate G-1

Availability

Available for residential and commercial establishments served by this District .

Schedule of Charqes
Residential. Commercial. Irrigation. Resale and Miscellaneous Customers

Terms and Conditions

Water service provided under this rate schedule is subject to this District's Rules and Regulations applicable to Water
Service and may be subject to this District's miscellaneous service charges set forth in Rate Schedule MISC-1 .

All rates in this Schedule shall be subject to their proportionate part of any taxes or other governmental imposts which
are assessed directly or indirectly on the basis of revenues derived from service under this Schedule, or on the basis
of the service provided or the volume of water produced, purchased or sold.

A 1%% late payment penalty will be applied to account balances not paid within twenty-five (25) days after the postmark
date of the bill in accordance with Rule 8 (H).

ISSUED:

ISSUED BY:

June 27. 2008 EFFECTIVE: June 4, 2008
Month Day Year Month Day Year

Thomas M. Broderick, Director, Rates & Requiation
19820 n. 7m St., Suite 201, Phoenix, Arizona 85024

Decision No.70372
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Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-08-0227
Docket No. SW-01303A-08-0227

1
I
I 2

Will the Company be able to recover the remaining fifty percent in a future

rate case proceeding?i
I

I
:

i

4
3 Yes, assuming that the plant is being fully utilized and is serving additional

4 customers in the Mohave Wastewater District.

I 5

6

7

Is RUCO recommending an accounting treatment to defer unrecovered

costs associated with the unused portion of the facility?

Yes. RUCO is recommending that Arizona-American be permitted to book

9 any unrecovered costs, such as depreciation expense, in a deferral

10

11

12

account that would allow the Company to recover the costs in a future rate

case proceeding when the Wishing Well Wastewater Treatment Facility is

being fully utilized to provide service.

13

14 TANK MAINTENANCE

15 Brief ly explain what Arizona-American is seeking in regards to tank

16 maintenance.

17 Arizona-American is seeking to establish a reserve that will provide the

18 Company with funds to inspect and maintain its water tanks over a ten-

19 year cycle. The Company has obtained proposals through a request for

20 proposals ("RFP") process to estimate what the costs will be to provide the

21 required maintenance and have levelized the estimates over a ten-year

22 period .

23
l

8 A.

A.

Q.

Q.

A.

Q.

28
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Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-08-0227
Docket No. SW-01303A-08-0227

1 Has the Company contracted with any of the firms that provided estimates

2

3

4 were accepted.

through the RFP process?

No. Based on data responses from the Company, none of the proposals

any future imprudent or unreasonableHowever,

i 5

6

7

expenditure incurred by the Company in connection with the program

could certainly be addressed in a future rate case proceeding in order to

insure that ratepayers are not being overcharged for work that is not

8 n eed ed .

9

10 Does RUCO support the Company's request for a tank maintenance

11 reserve?

12 A.

13

Yes. At this point in time RUCO believes that the cost estimates obtained

from the RFP process are reasonable. RUCO also believes that

14 ratepayers will benefit from regular preventive maintenance and upkeep

15

16

17

on large plant assets such as water tanks. RUCO has supported similar

programs in the past such as one that Arizona Water Company has in

place.

18

19

20

21

22

23

l
I

Q.

A.

Q.

29
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1 AGREE:r4EN'r NO|
22749

2

3
CONSTRUCTION, OPERATION AND MAINTENANCE OF THE JOINTLY
USED SEWERAGE TRANSPORTATION FACILITIES

4 1. PARTIES :

s

The par ties to this Agreement are the city of

Phoenix, hereinafter called "Phoenix," the city of Glendale,

6 hereinafter called "Glendale," the City of Tolleson,
0

7 hereinafter called "Tolleson," the city of Peoria,

8 hereinafter called "Peoria," municipal corporations,

9 hereinafter collectively referred to as "cities,"

10 2. REC ITALS : This Agreement is made with reference to the

11 following f acts, among others:

12 2.1

13

The cities of Tolleson and peria by contractual

arrangement share in the plant capacity and share the cost

14

15

of operating and maintaining the Tolleson sewage Treatment

plant, a waste water treatment facility, which 'is owned,

16 operated and maintained by Tolleson.

17 2.2 The cities of Phoenix and Glendale by contractual 1Q
I18

'IQ

arrangement share in the ownership of plant capacity and

share the cost of operating and maintaining the 91st Avenue

20 Sewage Treatment Plant, a waste water treatment f ability,

21 which. is operated and Maintained by Phoenix for five

22 additional entities pursuant to intergovernmental agreements.

23 2.3 Phoenix, Glendale, Tolleson and Peoria have each

24 determined that it would be in their immediate, mutual

25 interest to have the common use of certain outfall sewers

26 described in Exhibit A to" se.rve'-"Said"=eit:~ie~s and- their

¥

45

1

I
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1

4

,......-_

20

16

11

13

14

12

17

18

19

10

15

9

7

5

5

4

1

minta by Qrolleson.

proportionate share of the planning design, construction,

Op€I'&tion'y and maintenance of the Jo-intlly used .Sewage

Transportatibrt Facilities as set fogthi HeieLn~"= In: i35

|

Tolleson/peoria Interceptor. The diversion structure
. I

the Tolleson/peoria Interceptor will be elgerated and

provide the operation and maintenahee of Phase "I o£;

Avenue. Interceptor, except that: portion from the diversion

Treatment Plant which hereafter will be called the

structure at Van Buren Street to the Tolleson Sewage

Olive Road

91st Avenue junction point.

o f

contract fo; the planning and construction for Phase I of_'*

the 99th Avenue interceptpr.3)

envircria far

* 4

the

2.6

2.5

2.4

nisi

Q* 8.8. Tolleson's proper titanate. 'Share of plaoniné,

99th Avenue Interceptor

\ ;
I . . . . . .» -__

The cities desire that each~sh6u1d Pay i

The cites desire to have. the city of who» enix§

t o

The cities desire to have. the city of Tbllesoné é

the benefit of the public.

the Tolleson Sewage Treatment

I

See Exhibit "A",

Phase I iNcludes that portion

pr nl

Sewer from 99th

I l

"I"

l  l l

Plant

Avenue

and

I

an
n m

the

and

. ».. ,

21 is -| iércr do11ar8-E

22 2.7 The cities desire to construct such fac i l i t ies in

23 order to provide present and future capacity for the

24 conveyance of sewage of said cities.

25 2.8 The cities desire to have the City of Tolleson

26 apply for. Federal grant assistance from the Environmental

8

2

3

ii '5 I
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Protection Agency for f inancing the Construction of Phase I

of the Jointly Used sewage Transpor ration Faci l i t ies.

3 3. AGREEMENT : Now , therefore, in consideration of the

respective rights, priv i l eges, and obl igat ions of  the
4

par ties hereinafter set for th , IT IS AGREED a s f o l l o w s  :

5 4. EFFECTIVE DATE: To is agreement shall become effective o n

8

the day of l97_____. All covenants, rights and

obl igations of this agreement are enforceable on said date

g unless a specific date is otherwise set for Rh. herein.

10 5. DEFINITIONS :

11 5.1

to

city of Tolleson - The management agency who,

p u r s u a n t  t o  t h e  t e r m s  o f  t h i s  a g r e e m e n t  h a s  a g r e e d  t o  b e
I

13 responsible for planning, design, and construction of

14 Phase I of the joint ly used .sewage transport taticn faci l i t ies

15 anti to perform such accounting, administrative and other

15 s u p p o r t  s e r v i c e s  a s  a r e  r e q u i r e d  i n  t h e  a c c o m p l i s h m e n t  o f

17 t h e . a f o r e m e n t i o n e d  f u n c t i o n s .

to 5.2 City of Phoenix - The operating agency who,

19 p u r s u a n t  t o  t h e  t e r m s  o f  t h i s  a g r e e m e n t  h a s a g r e e d  t o b e

20 r e s p o n s i b l e  f o r  o p e r a t i n g  a n d  m a i n t a i n i n g  t h e  j o i n t l y  u s e d

21 sewerage f abil ities except as noted in 2.5 above, and to

22 perform such accounting, administrative and other support

23 I services as are required in the accomplishment of the

24 aforementioned functions.

25 5.3 Capital Cost - The total amount paid by the

26 ci t i es to bui ld a sewage transportat ion faci l i ty. C a p i t a l

I

I!



an

1

2

cost for a sewage transport ration facility shall include but

not limited to the cost of preliminary planning to determine

3

4

the feasibility of the transportation facility,

administration, engineering, architectural, legal fiscal, or

5

6

economic investigations or studies, surveys, designs, plans,

working drawing, specifications, procedures, or other

7 necessary actions, erection, building, acquisition;

8

9 i
alteration, remodeling, improvement, or extension of the

facility including inspections or supervision of any of the

10 foregoing items .

11 5.4

12

. Industrial Cost Recovery Recovery by a city

from the industrial users of the sewerage system of the

13

14

Federal. grant amount for the planning, design and

construction of sewerage facilities allocable to the

15 treatment and transport ration of wastes for such users.

16 5.5 Interference - Inhibition or disruption of the

17 sewerage system, treatment processes or operations which

18 contribute to a violation of any requirement of a national

19 pollutant discharge elimination system permit. The term

20 includes prevention of sewage sludge use o r disposal by the

21 cities in accordance with section 405- of the Act, o r any

22 criteria, guidelines or regulations developed pursuant to

23

24

the Solid Waste Disposal Act (SWDA) , the Clean Air Act, the

Toxic Substances Control Act, or more stringent State

25 criteria (including those contained in any State sludge

26 1 management plan prepared pursuant to Title IV of SWDA)

1..

i G
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1

12

15

14

13

11

17

10

is

18

g

8

7

B

5

3

2

4

1

purchased capacity in the Jointly Used Sewage Transpor ration

average daily flows.

the

Facilities expressed in beth maximum rate of flow and

capacity expressed in millions

to .this agreement, as shown in exhibit A.

appear penances thereto used to receive, measure and convey

the sewer ciischarge of more than one city which is a par Ty

Construction of

The

State

cities.

and procedures established by E.P.A. at 40 CFR Par t 30 and

applicable to the method of disposal or use employed by the

city

collection lines, interceptor ines,

5.8

Exhibit A more par ticularly describes each City's

5.7

5.6

and Local Assistance Grant Regulation

|'. - -_-......
.-~4--~" \\

\9

has

Purchased Capacity

Jointly

Grant Regulations - The general grant regulations

purchased

Treatment Works,

Used

by

Sewage Transpor ration Facilities -

o f

The

40 CFR Par t

gallons

amount of

and

per day

sewage

Grants

(MGD)

for

that

r

19 construction cost allocated to that city. The purchased 5

20 " city in jointly used. sewerage transport tatiori

21 "i.§?th'at part*off'the"x\aximum"'rate- of' flow- and *z19

22 a rage*e*d¢~l1Y-"='£4% expressed in MGD that a city has

23 purchased by par ticipating in the total cost of said

24 facility as shown in Exhibit A.

25 5.9 Replacement - Is defined as expenditures for
I
1

26 obtaining and installing equipment, accessories, or

I

v e

i
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I

i

1

2

3

appurtenances which are necessary during the useful life of

the treatmeNt works to maintain the capacity and performance

for which such works were designed and constructed.

4 6.~ CONSTRUCTION OF JOINTLY USED SEWAGE TRANSPORTATION
FACILITIES AND ADDITIONS.

5

6 6.1 z•

7

8

g

Tolleson or its Contractor shall construct Phase

I of the jointly used transportation facilities for the

joint use of the cities at the earliest practicable date

with the purchased design capacities set forth in Exhibit

10 A.

11

Tolleson's obligation to construct the jointly used

transportation facility described in Exhibit A, is

12 conditioned upon Peoria, and any other city who may

contribute flow to the Tolleson plant, entering into an,13

141

15

agreement *with Tolleson setting for Rh the terms and

condition for treating such cities sewage.

16 6.2 In addition Tolleson's obligation to build Phase

17 I of the 99th Avenue Interceptor Sewer is conditioned upon

18 the appropriation by other par ties of sufficient funds to

19 cover the cost.

20 6.3 A11 construction of Phase ; of the jointly used

21 sewage transport ration f abilities shall be done under plans

22 and specifications prepared by and under engineering

23 supervision furnished by engineers engaged by Peoria. Prior

24 to the star t of construction of any jointly used sewerage

25 transport ration facilities, Tolleson shall submit the plans

26 ! and specification to the MulticitY S.R.O.G. Committee and

i
ii i
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4

1

2

the Tolleson/peoria S.R.O.G. Committee for its concurrence.

Tolleson shall acquire 'all necessary right of way6.4

3

4 facility.

to complete construction of the jointly used transport ration

Peoria, Glendale and Phoenix will and hereby

5

6

grant to Tolleson the right to construct the jointly used

transport Raton f ability within their respective jurisdiction.

7 6.5 phoenix agrees todesign,- c¢ :a':struct; operate and

8

g

maintain i=°l'aa'se II of the 99t1;_._AvenuQ.._'Ini:erc¢ptor sewer_ which'

is the connecting sewer line between" raise ~I gr the

10 Avenue interceptor and the 91st Avemaa Seaaage ~Trea

9 ?48?

11 Plan..
12

At the present time it is proposed that the design

work on the connecting sewer line shall be accomplished in

13 fiscal year 1980-81. Star t of construction is scheduled for

14 May 1981 with a completion date of Apr it 1982.
s

15 6.6 Phoenix' obligation to design, build, operate and

16 maintain Phase II of the 99th Avenue Sewage Interceptor

17 Sewer is conditioned upon Glendale aha any other city which

18 may contribute flow to the 91st Avenue Plant through the

19 connecting sewer, entering into an agreement to the

20 satisfaction of Phoenix and the Multi-city S.R.O.G.

21 committee setting for th the terms and 'conditions under which

22 such cities sewage will be treated.

23 6.7 In addition phoenix' obligation to build the

24 I connecting line is  condition upon the aPpropr° iationof
25

26

sufficient funds by Phoenix and Glendale t o cover the cost

I

I
;a

and phoenix entering into an agreementwith Glendale or any

1

f

I

1
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t

2

other city who desires capacity in e connecting link,

setting for the purchase capacity and cost contributioN for

3 such link.

4 6.8

5

Phoenix agrees that it will not make any

connection to the 99th 'Avenue interceptor sewer phase If

6 until the completion of the Phase II connection betoken the

7 91st Avenue Junction point and the 91st Avenue Sewage

8

9

Treatment Plant, unless otherwise authorized in writing by

the Tolleson/peoria S.R.O.G. Committee, before said date.

10 After completion of Phase II Phoenix and Glendale may make

11 connection to the 99th Avenue interceptor sewer in

12 accordance with the facility plan.
I

13
*

Glendale shall not make

any connecgiqm 'fn 1*hn stqrh Mr=*"lM it=ter<=et;r*;Q: 19f'W§€'I which is
141

15

in- confli,q;11 with *gag T9H.eson "Peoria Wasterwatez: 'agreement

date April 6, 1978.

16 6.9 All connections t O the 99th Avenue Interceptor

17 which are in addition t o those shown i n the approved

18
l l I 1 l ll

19
I u

l  I

20 7.

Facility Plan must have the prior written approval of
| ll ..

Phoenix and Tollesqgh
I

OPERATION AND MAINTENANCE OF THE JOINTLY USED SEWERAGE
TREATMENT AND TRANSPORTATION FACILITIES.

21

22 7.1 Phoenix and Tolleson shall operate and maintain

23 the jointly used transport ration facilities in accordance

24 with the provisions of this agreement, Phoenix' obligation

25 to maintain the lines outside its city limits is conditioned

26 upon each City within its respective jurisdiction granting

I

1
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10

12

13

11

9

8

6

7 8.

5

4

3

2

1

facilities is- ba~ ~ed upon the purchase. 'of the g'

of the construction cost..for the jointly used. transportation

construction' of-*the jointly used sewage' traxisportatignj

f a c i l i t i e s .

PAYMENT OF CONSTRUCTION COST

1y.>lleson, Peoria and Glendale hereby grant Phoenix the right

and maintaining the jointly used transport ration faci l i ties.

to enter upon public proper Ty for the purpose of operating

to phoenix the appropriate permits, easements or other right

f

8.1

x Q

{
, .r

The cities agree to pay. £ hej.r proportionate. shares

The cities' proportionate Share of thé 7

sewerage transport ration purposes.

Exhibit A_~

o f way and

s

easements

#4
» *

i Y

a s

#ii»:.f

14 8.2 The cities shal l  encumber the Ir s h a r e  o f 1-\\"!
\» l l\ .»o

15 construction c o s t s  o f  t h e jointly used i
sewerage

16

17

transportat ion faci l i t ies in advance of the award of the

contract by Tol leson to the successful bidder and shal l  pay

18 to Tol leson within 20 days of receipt of invoice their share

19 of progressive payments for work actually completed and

20 accepted by Tol leson's engineer.

21 8.3 Construction cost for the jointly used sewerage

22 fac i l i t i es  shal l  inc lude but not be limited t o engineering, i

23 r ight-of-way acquisi t ions, legal , direct administrative,

24 contract construct ion costs and al l  other di rect

25 construction costs for possible unforeseen contingencies

26 such as change orders. Tol leson shal l  obtain the

1

Ii

I

4.

\

I

I
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1 concurrence o f Peoria, Glendale and pp¢enix, any change

2 order should o r the cumulative total result i n an increase

3 of 10 percent over the bid price for construction of the

4 jointly used transportation faci l it ies.

5 9. PAYMENT OF OPERATIONS I MAINTENANCE AND REPLACEMENT COSTS.

6 9.1 Each city agrees to pay to phoenix or To11eson¢

7 its propopt innate_ share of the actual costs of opetatibn,

8 :maintenance and replacement of the :faintly used..sewerage.

g transportation facil ities..P

10 If
11

9..2 The actua1._proportionate Costs for opera€io;i'%.nd:

Ma intenairice costs of tiger jointly' us¢(3ewage transp¢°§§.!i.a£ié§

12 facilities shall be proportioned to" the cities an tffé- baE§i':lé,f
13 of each city's average da i ly  f lows  over -a  month.

to 9.3. = .Actual sewage flows utill5.zed` in determining ttxe

15 percentage o f  purchased  capac i ty  uses  by the respect ive

16 c i t i e s . i n  t h e  j o i n t l y  u s ed  s ew a g e  t r a n sp o r t a t i o n  f a c i l i t i e s

17 are agreed  to  be average da i ly  f lows . The average daily

18 flow for each line shall be computed by divi é iing the total

19 sewage flow contribute by a city over such month by the

20 number of days in the month. The maximum rate of f low for

21 any city is equal to the average rate of f low for the

22 maximum hour in a 24-hour period as determined from meter

23 f low records .

24 9.4. No City sha l l  exceed  i t s  pu r cha se  capa c i t y  i n the
25 j o i n t l y used sewage transport ration f facil ity descr ibed in

4

28 Exhibit A. A city that exceeds its purchase capacity shall
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1 be considered in default of its obligation under this

2 agreement and shall be liable for all increased charges set

3

4 agreement for default.

forth herein in addition to any remedy provided by this

If a city exceeds its purchase

5

6

capacity, as set for th herein, that city agrees that it wil l

take all necessary steps to reduce sewage flow in the

7 jointly used sewage transport ration facility including but

8 not limited to imposing a moratorium on any new sewage

g

10

connection until the city solves its excess sewage flow

problem to the satisfaction of the other parties to this

11 agreement 9

12 9.5 If a city should exceed its purchased capacity in

13 the jointly used transportation f ability, the~.city causing

14

15

such excel_give flow shall pay al l  costs, f ines, penalt ies,

other damages or expenses that may be incurred or assessed

15 by phoenix or Tolleson due to said excessive flows. Phoenix

17 or Tollescm, as appropriate, shal l  noti fy the other users of

18 the 99th Avenue sewage transport ration facilities when their

19 maximum rate of flow or their average daily flow exceeds 80%

20 of their purchased capacity.

21 9.6 After July l , 1981, the cities agree to pay into

22 a fund a reasonable replacement charge based on their

23 proportional flow, Phoenix will invest such funds and any

24 interest will be deposited into said fund. If any excessive
25 capital costs are incurred in the jointly used sewage

26 transport ration f abilities, that are in excess of the funds

I
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1

2

3

in the replacement funds than the additional costs shall be

paid by each city in proportion to their capacity purchased

in the facility.

4 9.7 Each city shall pay to Phoenix or Tolleson as

5 appropriate all capital, operation, maintenance and

6 replacement costs billed by Phoenix or Tolleson in

7 accordance with the terms of this agreement. Amounts

8 payable bY each city to Phoenix or Tolleson shall be

9 rendered no later than 20 days after the bill is

10 postmarked .

11

12

13

Phoenix or Tolleson may collect interest at the

rate of one percent per month for payments not received 20

mays after bills are postmarked. If any city disputes the

amount of a bill it shall do so in writing to phoenix or
Q

14 Tolleson as appropriate within 10 days after the bill is

15 postmarked .

16 9.8

17

Operation, maintenance and replacement costs

shall include but not limited to Phoenix' or Tolleson's cost

18 for :

19

20

A. Applicable salaries and benefits of

employees engaged in providing service to the jointly used

21 sewerage facilities;

22 B. Applicable operating expenses, including

23 par ts, materials and services incurred for the jointly used

24 sewerage f abilities;

25 c. Applicable equipment replacement

26 necessitated by or for the jointly used sewerage facilities;

i
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1 D.

2

Appropriate indirect services rendered by

various departments of phoenix or Tclleson in operating and

3 maintaining the jointly used sewerage facilities.

4 10. INCORPORATOR OF s • R. o•G ¢ AGREEMENTS a

5 10.1 The Cities of Peoria and Tolleson will or have

6

7

8

entered into an agreement creating a Tolleson-peoria

Subregional Operating Group (S.R.O.G.) Committee.

10.2 The Cites of Phoenix, Glendale, Gilbert, Mesa,

g

10

11

Scottsdale, Tempe and Young town will or have entered an

agreement creating the Multi-city Subregional Operating

Group Committee.

12 10.3 The par ties to this agreement have in their

13 respective S.R.O.G. agreement noted above bound themselves

14 to comply with the Federal Grant Regulation for Construction

15 of Treatment Works. The S.R.O.G. agreements referred to

16 above include provisions for Limitation on Discharge, User

17 Charges and Industrial Cost Recovery, Industrial permit and

18

19

agreements and authority to refuse to receive sewage from a

city not in compliance with the MAG Areawide Water Quality

20 Management Plan.

21

22

For the purpose of .meeting all necessary

requirements to apply for federal funds, the Multi-city

S.R.O.G. contracts referenced above are incorporated herein

23 by reference.
4

24 ll. BUDGETS

25 11.1

26

Phoenix and Tolleson shall annually prepare a

budget for proposed operation, maintenance and replacement

I
I

z
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1

1 of the jointly used sewage transport ration f abilities.

Phoenix and Tolleson shall submit such budgets to the2

3 Tolleson/peoria and the Multi-City subregional Operating

4 Group Committees for their review. It wi l l  be the

5 responsibility of each city or town to this agreement to

6 take the appropriate steps in conformity with the Arizona
*

7

8

g

State Budget Laws to ensure that it appropriates sufficient

funds to cover its obligations assumes under this agreement.

When the budgets have been reviewed by the Subregional

10 Operating Group Committees, they shall be forwarded to leach

11 city to assist them in preparing their annual budget.

12 12. USER CHARGES AND INDUSTRIAL COST RECOVERY

13 12.1 Phoenix and Tolleson shall annually prepare a

14

15

15

proposed schedule of charges to cover'the operation,

maintenance and replacement cost ofthe jointly used sewage

Phoenix and Tolleson shall also annuallyf abilities.

17 prepare industrial cost recovery rates to recover federal

18 grant amounts expended on jointly used transport ration

19 facilities from industrial users pursuant to the

20 requirements of the Clean Water Act.

21 12.2 All such schedule of charges and industrial cost

22

23

24

recovery rates shall be submitted by Phoenix and Tolleson to

the subregional Operating Group Committees for their review

not later than 120 days prior to the end of the fiscal year

25

26

preceding the fiscal year in which the proposed rates are to

be in effect. The fiscal year shall begin on July 1.

1
EL

1
o

4.
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12.3 It shall be the responsibility of each city to

bill and collect from its individual users such user charges

and industrial cost recovery charges as are required to

fulfill its obligations under this contract.

12.4 Each city covenants that it will comply with the

13.

requirements of the Clean Water Act and applicable Federal

and State regulations as to user charges and industrial cost

recovery rates.

INDUSTRIAL PERMIT REQUIREMENTS:

13.1 Each city where applicable shall initiate and

maintain an industrial user permit process in order to

insure _compliance by users with the discharge restrictions

and limitations set forth herein and as required by the

Clean Water Act. Each city shall be responsible for

enforcing such restrictions and limitations within its own

boundaries so as to prevent Interference with the sewage

14.

system, treatment processes or operations.

INDUSTRIAL AGREEMENTS:

14.1 Each city shall enter into industrial agreements

with individual users where required to (1) reserve future

capacity in the jointly used sewerage facilities for an

industry anticipating increased use, (2) commit an industry

which contributes more than 10% of the design flow or design

pollutant loading of the Jointly Used Sewage readment

Facilities to par ticipate in the system for an appropriate

and specified period or time, and (3) establish compliance

Illlllllll IIIII I I I al lI
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1 schedules for meeting conventional and toxic pollutant

2 discharge limits set- forth by ordinance in conformity with

3 the requirements of the Clean Water Act or the provisions of

4 th is agreement.

5 15. LIMITATION ON DISCHARGES

B 15.1 Cities agree not to discharge or allow the

7 discharge into any portion of the jointly used sewerage

8 f abilities of any of the pollutants exceeding the

g limitations set forth in Exhibit B.

10 15.2 Each city agrees that it w31l mrfvrnh We?
W l

11

12

introduction of pollutants into jointly used sewerage

treatment and transport ration facilities which would 94999

13
4

Interference with the operation of the joint1l u$fi»d

to f abilities. including 'interference with the 'use and HE enhcea 1

15

16

17

of-municipal slUdge.

15.3 Each city agrees they shall immediately pay to

Phoenix and Tolleson the cost of correcting all damage to

18 the Jointly Used Sewage Facilities caused by such pollutants

19 as well as the cost of any protective measures necessary to

20 neutralize such pollutants.

21 15.4 Failure to comply with the discharge limitation

22 set forth herein or. any interference with the sewerage

23 system shall be considered an act of default of this

24 ag r cement.

25 16. FEDERAL GRANTS:

26 16.1 Tolleson shall apply for such Federal grants as

I

I
in

I



\
. `\

\

1 are made available for the Planning, design and

2 coogtruction, of the jointly used sewage transportation

3 f ac i l i t i e s . Before applying for such grants Tolleson shall

4 obtain the concurrence of the rusticity Subregional

5 Operating Group committee and the Peoria~Tolleson S.R.O.G.

6 committee.

7 16.2 Tolleson shall apply for and accept Federal

8 grants for jointly used sewer facil ities on behalf of the

8 cities in accordance with applicable Federal laws, rules,

10

11

12

regulations and procedure.

16.3 Any Federal grants for jointly used sewage

facil ities received wil l be used to reduce the cities' share

13

14 |

15

16

of the cost of the project for which a grant was applied.

The f act that Tolleson has applied for a grant which may

reduce the cities' share of the cost of project wi l l  not

rel ieve each city of its obl igation to pay the cost bi l led

17

18

by the city within 30 flays for construction, operation,

replacement and maintenance costs as set for Rh in this

19 The Federal grant funds wi1l~ be credited to each

20

agreement.

city, 'against amounts currently due, as such Federal funds

21 are received.

22 17. DISPOSAL OF FACILITY:

23 17.1 In the event of sale or other disposal of the

24 jointly owned sewage transportation facility each city shall

25

26

share in the proceeds in proportion to their capital

contribution to said faci l i ty.

1 .

I
I
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1 18. METERING AND SAMPLING:

2 18.1
I

3

4

5

A meter ing  and  samp l ing  s ta t ion  sha l l  be p rov ided

by each city at its own expense at every point shown in the

approved facility plan. and wherever needed to determine the

quantity or quality of each City's sewerage flows from that

8 city into a portion of the jointly owned sewerage

Such metering and sampling stations shall be7 f abilities.

8 operated and maintained by Phoenix, -except the metering

station at the Tolleson Sewage Treatment Plant. samplingg

10

11

shall be provided by phoenix of all sewage flows enter in

the jointly used sewage transport ration f abilities at the

12 metering stations.

13

14

15

All metering and sampling stations required by this

agreement to be operated by Phoenix shall be open to the

city whose sewage is metered at that point during regular

business hours for the purpose of checking the metering16

17 systems and obtaining samples of the sewage flow.

18 Calibration of meters measuring sewage flows shall be

19

20
I

21

made jointly by representatives of both par ties whenever

requested by either par Ty. The costs of operating and

ma ir i t a in ing  the  meter ing  s ta t ions  sha l l  be  on  the  bas is  o f

22 t he  c i t i e s '  c a pa c i t y  i n  ea ch  such  f  f a c i l i t y .

23 18.2

24

Every effort by all par ties will be expended to

maintain the accuracy and continuity Rf operation required

25 of those metering systems, however, should mechanized

26 .f allure occur, the average daily flow determination for any

..1 n..
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1

2

3

4

5

unmetered period shall be calculated as follows:

The four teen (14) day period just prior to and the

four teen (14) day period subsequent to any unraetered period

shal l .  be used to  determine the 'average dai ly  f low for the

period not metered due to equipment failure.

B 19. FINANCIAL RECORDS:

7

B

I
g

10

H

12

13

19.1 Phoenix and Tolleson agree to make its financial

records regarding the costs of planning, designing,

constructing, operating and maintaining jointly used

sewerage transport ration facilities available to any properly

constituted official or agent of any other city.

Similarly the other cities agree to make their

financial records available to Phoenix and Tolleson

14 reg3r8ing QQ5t5

15

related to planning, designing,

construction, operating and maintaining of the jointly used
\

16 sewerage transport ration f facilities.

17 19.2 Such request for inspection shall not be made

18 more frequently than once a month.
° ~

19 20. DAMAGES AND UNFORESEEN COSTS:

20

21

22

23

24

20.1. It is recognized that there may be claims for

damage arising out of the operation of the jointly used

sewerage transport ration facilities or that there may be

litigation or other unforeseen costs and expenses incurred

in connection with the construction, operatioN, replacement

25 and maintenance of the jointly used sewer transport ration

26 f abilities.

1.

ii

1
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2

3

4

Accordingly, it is agreed that all such damages, costs

and expenses not specifically provided for elsewhere herein,

shall be shared bY the cities in proportion to the sewage

flow contributed by each. Provided, however, that any

5

6

7

8

g

10

liability arising from sewage flows prior to arrival at the

jointly used sewerage f abilities shall be assumed by the

city causing or allowing the condition which gives.rise to

such liability, if such responsibility can be determined.
.

Provided fur thee.that each city may, at its expense, provide

its own legal counsel in connection with. any such matter.

11 21. SEPARATE AGREEMENTS AND FAC ILITIES :

12 21.1 Nothing iN this agreement shall prohibit

13 individual cities from entering into separate agreements
»

TO

15

concerning sewage transportation facilities which are not a

part of the jointly used sewage transportation facilities as

16 defined herein, so long as said contracts are consistent

17 with with the Areawide Waste Treatment Management plan.

18 22. EXISTING AND FUTURE AGREEN4EN;'S:

19 22.1 The cities covenant that provisions of this 6

20 agreement shall be incorporated in any existing or future

21 subcontracts between the cities or other persons,

22 corporations or political subdivisions that contract with

23 the cities to make use of the jointly used sewerage

24 transport ration f abilities.

25 22.2

26

The parties agree that they will not enter into

subcontracts for use of the jointly used sewerage I

I
I
g

l.

I

r
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2

3

transport ration facilities without the prior approval of

Phoenix and Tolleeon, excluding Glendale as it per fains to

agreements with peria, Young town and Sun City.

4 22.3 No city shall add any user of Sewage Treatment

5

6

Services or contract or subcontract with any user of sewage

treatment services whose need for Sewage Treatment Capacity

7 in the Jointly Used Sewage Facilities or additions thereto,

8 would exceed 100,000 gallons per day without the written

g notice to Phoenix or Tolleson as appropriate.

10 23. COOPERATION GF PARTIES :

11 23.1 Each of the cities shall fully cooperate with and

12 assist one another in obtaining all licenses, permits,

13 authorizations, approvals and consents and judicial and

administrative proceedings required in or related to the

15 performance of this Agreement, including, but not limited

16 to, compliance with applicable rules, regulations and

17 requirements o f the Federal Water Pollution Control Act

18 commonly referred to a s the Clean Water Act a s well a s State

19
n

20

Public Health Laws and regulations.

23.2 Each of the cities sha11make, execute and

21 éieliver all documents and instruments necessary or useful to

22 the implementation and performance of this Agreement.

23 23.3

24

In the event any proceeding at law or equity is

instituted involving the authority and power of any of the

25 cities to make, execute and deliver this agreement and/or to

26 I
4

14

i

perform its terms, covenants and conditions, then the cities

g



;*-

L
4 .*

\

1 shall jointly and cooperatively defend the validity of this

2 agreement.

3 24. DEFAULTS :

4 24,1

5

B

7

The cities hereto agree that they, respectively,

shall pay all monies and carry out all other performances,

duties and obligations agreed to be paid and/or performed by

them pursuant to all of the terms and conditions set for th

8 and contained in this agreement, and a default by any of the

cities in the covenants and obligations to be kept andg

10 performed pursuant to the terms and conditions set for Rh and

contained in this .agreement shall be an .act of def aunt under11

12 this agreement.

24.213 In the event of a default by any of the cities in

14

15

any of the terms and conditions of this agreement, then,

within thirty (30) days following the giving of written

.16

17

18

19

notice of .such def aunt by the non def vaulting party or

parties, the def vaulting par Ty shall remedy such def aunt

either by advancing the necessary funds and/or* rendering the

Such notice shall specify thenecessary performance.

20 existence and nature of such def aunt.

21 24.3

22

23

24 under protest.

25

26

In the event that a city shall dispute an

asserted def aunt, then such party shall pay the disputed

payment or perform the disputed obligation, but may do so

The protest shall be in writing, and shall

accompany the disputed payment or precede the performance of

the disputed obligation, and shall specify the reasons upon

1 ____e'}q____
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1 which the protest; is based.

shall be deemed to be correct.

Payments not made under protest

2

a 24.4

4

5

5

7

8

In addition to any other remedy provided for by

law as set forth herein, Tolleson or Phoenix as appropriate

shall have the right to refuse to receive any waste from any

city which does not comply with any provision of the adopted

MAG Water Quality Management Plan under Section 2Q8 of the

Federal Water pollution Control Act applicable to such area.

PERFORMANCE AND UNCONTRQLLA8LE FORCES :g 25.

10 25.1

11

12

to

14

15

16

17

18

19

20

Al1` terms, covenants and conditions herein

contained to be.performed by the cities or any of them shall

be performed at the sole expense of the party so obligated,

and if any other par ty shall pay any sum of money or do any

act which requires the payment of money, by reason of the

failure, neglect or refusal of the obligated par Ty to

perform such term, covenant or condition, the sum of money

so paid by the other par Ty shall immediately be payable to

such party by the party obligated to perform.

25.2 No par Ty hereto shall be considered to be in

def aUnt in the performance of any of the obligations

21

22

2:3

hereunder (other than obligations of either par Ty to pay

costs and expenses) if f allure of performance shall be due

to an uncontrollable force. The term "uncontrollable force"

24

25

26

shall mean any cause beyond the control of the party

affected, including but not limited to f allure of

f abilities, flood, earthquake, tornado, storm, fire,

'vs

I

i

s
I
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1

2

lightning, epidemic, war, r io t , civil disturbance or

disobedience, labor dispute, labor or material shortage,

3

4

sabotage and restraint by Court order or public authority,

which by exercise of due diligence and foresight such par Ty

5 could not reasonably have been expected to avoid and which

6 by exercise of due diligence it shall be unable to

overcome. Nothing contained herein shall be constructed so

8 as to require either party to settle any strike or labor

9 dispute in which it may be involved. Either par Ty rendered

10 unable to fulfill any obligation by reason of an

11 uncontrollable force shall exercise due diligence to remove

12 such inability with all reasonable disptach.

13 25.3

14

15

If any par Ty claims that its failure to perform

was due to Ari .uncontrollable force, that city shall bear the

burden of proof that such activity was within the meaning

and intent of this section, if such claim -is disputed by any
0

16

17 par Ty to this contract.

18 26. NOTICES AND EXHIBITS:

19 26.1 All notices, demands or consents given or made

20 pursuant to thy's Agreement shall be in writing unless

21 otherwise specified herein and be deemed to have been fully

22 given, made or sent when made and deposited in the United

23 States mail by registered or certified mail and postage

24 prepaid and addressed as follows:

25

26

7

I
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1 TO city of Phoenix:

2

3

city Manager
city of Phoenix
Municipal Building
251 west Washington
Phoenix, Arizona 85003

4 To City of Glendale:

5

City Manager
City of Glendale
7022 Nor th 58th Drive
Glendale, Arizona 85301

6 Y
To city of Tolleson:

7

8 1

city Manager
City of Tolleson
9555 .West Van Buren
Tolleson. AZ 85353

9 To City of peria:

10

City Manager
City of Peoria
Box 38
Phoenix, AZ 85345

11

12 The address to which any notice, demand, consent, or other

to writing may be given, made or sent to either par Ty may be

14 changed be notice given by such party as above provided.

15 26.2 The Exhibits referred to in this agreement as

Exhibits A and B shall be attached hereto and are all16

17 incorporated herein and made a par t hereof.

18 27. WAI VER :

19 27.1

20

The waiver by any city of any breach of any term,

covenant or condition herein contained shall not be deemed a

21

22

waiver of such term, covenant or condition or any subsequent

breach of the same or any other term, covenant or condition

23 herein contained.

24 28. SECTION HEADINGS : a

25 28.1 Section headings in this agreement are for

26 convenience only and do not purport accurately mt completely

Q
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to describe the contents of any sec:t'ona Such headingS a»-9

i

I
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3
5

not to be construed as a part o" th i s agreement or any way

Ì
51
;

8
defining, limiting or amplifying the nrovis 'ons hereof.

I
I34

3411 IN WITNESS WHEREOF r the par ties hereto have caused th is

5
Ii
I
s

»}

7 'i

J
agreement

duly authorized.

to be executed by they* respective officers thereunto

I
a

I

!
|

I
1\s
I

CITY OF paomzx
MARVIN A. ANDREWS
City Manager _ .
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EXHIBIT B

PROHIB ITED DISCHARGES

Any storm water, surf ace water, ground water, roof runoff,
surf ace drainage, cooling water or unpolluted process waters.

2. Pollutants which create a fire or explosion hazard to the
system.6r treatment'plant: ~~~ . -- - -

3. solid or viscous pollutants in amounts that will cause
obstruction to the flow in sewers or that.may cause damage to
the sewer system or treatment plant.

4. Any waters or wastes containing a toxic, radioactive,
poisonous or

C3U§€
corrosive structural damage, constitute a hazard to humans or
create any hazard in the receiving waters of the sewage
treatment plant. -

other substances in sufficient quantity to
injure or interfere with any sewage treatment process,

s. Any waters with a pH less than 5.5.or greater than 9.5.

6 . Any waters with a temperature greater than 1500 F.
(660 C.)

a

7. Any water or waste of a strength greater than the following
parameters expressed in mg/l

100.0
0.5

s

Total grease, oil, etc.
Dissolved sulfides
Cynaide

amenable to chlorination
free

Arsenic
Barium
Boron
Cadmium

0.1
10.0
10.0

Chromium VI
Copper
Lead
Manganese

0.5
10.0
0.5
0.5

Mercury
Selenium
Silver
zinc

0.05

0.5
50.0

1
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EXHIBITS

Exhibit A P u r c h a s e d  C a p a c i t y  i n  j o i n t l y  u s e d
Sewage  T ranspo r  r a t i on  F ac i l i t i es

Exhibit B Proh i b i t ed  D i scha rges

1
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5
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8
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AMENDMENT NO. 1

AGREEMENT NO. 22749

*

TOLLESON, PEORIA, PHOENIX, GLENDALE
INTERGOVERNMENTAL AGREEMENT FOR THE

CONSTRUCTION, OPERATION AND MAINTENANCE
OF THE JOINTLY USED SEWERAGE TRANSPORTATION FACILITIES

AMENDMENT no. 1 made as of l  -  l L ,  19  8 5 , co AGma1u4En'1 no. 22749,
by and between the Cities of Tolleson, Peoria, Phoenix and Glendale,
municipal  corporations, hereinafter col lectively referred to as ci t ies.

WHEREIAS, construction of phase I of the 99th Avenue Interceptor has
been completed .

WHEREAS, Exhibit "A" of the agreement shall be revised to show the
As-Built conditions of the 99th Avenue Interceptor.

NOW IN CONSIDERATION of the foregoing and of the mutual promise
heretofore set forth in the agreement, the Cities, intending to bind
the i r  re spec t ive  successors ,  ag ree  as  fo l lows  :

Exhibi t "A" shal l  be revised to reflect the As-Bui l t condit ions
of Phase I of the 99th Avenue Interceptor as shown on the attached
drawing, 99th Avenue Interceptor Ownership and Capacity Allocation ,
Sheet number 1 of 1, dated December 7, 1982.

IN WITNESS WHEREOF, the Cities hereto have caused this AMENDMENT
NO. 1 to AGREMEN'r NO; 22749 to be executed by their respective officers
thereunto duly authorized.

CITY OF PHOENIX

MARVIN A. ANDREWS
Pifu M=Lna¢1F"

1"n'*
°\

-

W 7",8Z*J2»-»a»--_-

Title : water & Waterwaste Director

Attest:

Ti t le  : ACTING Ql'TY CLERK

Approved as to form and within the
powers and authority granted under
the laws of Arizona to the Ci ty of
Phoenix. -

ea.. a
~» ..

BY :

,/d
/

By :

..(
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IN THE MATTER OF THE APPLICATION
OF ARIZONA~AMERICAN WATER
COMPANY, AN ARIZONA
CORPORATION, FUR A
DETERMINATION OF THE CURRENT
FAIR VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR INCREASES
IN ITS RATES AND CHARGES BASED
THEREON FOR UTILITY SERVICE BY ITS
ANTHEM WATER DISTRICT AND ITS
SUN CITY WATER DISTRICT

IN THE MATTER OF THE APPLICATION
OF ARIZONA-AMERICAN WATER
COMPANY, AN ARIZONA
CORPORATION, FOR A
DETERMINATION OF THE CURRENT
FAIR VALUE OF ITS UTILITY PLANT
AND PROPERTY AND FOR INCREASES
IN ITS RATES AND CHARGES BASED
TI-IEREON FOR UTILITY SERVICE BY ITS
ANTHEM/AGUA FRIA WASTEWATER
DISTRICT, ITS SUN CITY WASTEWATER
DISTRICT AND ITS SUN CITY WEST
WASTEWATER DISTRICT
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1 EXECUTIVE SUMMARY

2

6

10

12

15

The consolidation of water utility rates should presuppose that

there is a group of homogeneous characteristics which exist

between one or more districts that would place them at a common

intersection in terms of reasonably predictable costs of operation

and that interconnection is an economically plausible Rarely

does such a scenerio exist

The war chant for water utility consolidation echos mainly from

the electrical utility industry where interconnection is common

place The opposite is true in the water utility industry

One needs to review the water & wastewater utility in frastruct

are as set for Rh in the 2008 survey by "Water Infrastructure Finance

Authority of Arizona In it, you will find there are 6 major

divisions by which they classic y utility operations, with 26

different subdivisions under them The monthly cost in water

district varies from $4.64 to $20l.78, for wastewater the monthly

charge ranges from $2.00 to $80.00. These wide variances in monthly

charges conclusively reflect the infrastructure and operational

cost variables that inevitably flow from the intrinsic diversity

engulfing each unique water district For these reasons, simple

logic conveys the undesirability of consolidation

Beyond the logic & economical rationale for re jecting console

18 cation there is another dimension I will only speak to in passing

is the appropriate jurisdiction of the A.C.C in contemplatingThat
19 , .this issue

20 In my mind's eye, the A.C.C is exceeding their intended authority

21 More clearly, consolidation,equalization,levelization or Socializa
22 son are all for what such a process would imply.

stretches well beyond the observations or calculations of return on

23 investment because of the uneven manifestation it imposes. Some

underinvesting-overspending district could become the beneficiary of a

frugal,efficient-spending district where consolidation would chop the

excessive rates of the profligate district while hiking the rate of

26 the prudent district. In reality, it is a complex policy issue, well

beyond the ministerial duties of the A.C.C. & belongs within the

legislative arena for Policy making

synonyms
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1 1. INTRODUCTION AND QUALIFICATIONS

2

3
Q- PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND TELEPHONE

NUMBER.
4

5

6

7

My Name is W.R. Hansen. MY residential address is 12302

Swallow Dr., Sun City West, Arizona 85375,and my phone number

623-556-9873.

Q, WHAT IS YOUR CURRENT STATUS?
I am a retired individual.

8 Q~ PLEASE DESCRIBE YOUR VOCATIONAL EXPERIENCE & EDUCATION.

9

1

10
For 26 I

11

12

13

14 BEFORE THIS COMMISSION
I

15

16

17
I

i

18 Q- WHAT IS THE PURPOSE OF YOUR TESTIMONY IN

19

20

21

22

23 Q- WHAT BACKGROUND DO YOU HAVE IN A WATER UTILITY CASE?

24

25

26

27

28

I have a Bachelor Degree in Education with a Minor in Business

Administration with some additional post graduate education.

years was a business co-owner with my brother, 15 years

in Trade Association management. During my business career, I

also spent 12 years in the Iowa STATE Legislature. Following

my association work, I spent 6 years on an appointive state

commission, serving half of that time as Chairman of the Commission.

Q- HAVE YOU TESTIFIED ? \

Yes, but it was at a public Hearing they held in Sun City West.

However, I was deeply involved in the Rate Hearing last f all &

attended some of the formal hearings last March but did not

testis y.

THIS CASE?

To file a rebuttal on Consolidation& Rate"Design-
"Consolidation" of rates issue, which had not been on the formal

docket..;..in the current case, but lurked constantly in the dim

background, and then .leapt into the forefront at a precipitous

time precluding adequate preparation for it or its style or
options in which it makes its appearance.

Beginning in the f all of 2008 through 2009, I spent over 4 months

as a member of the Sun City West Homeowners Association(p.o.R.A.)

Water Rate Committee studying & preparing testimony for WI0l 303A-

08-0227 & SW 01303A-08-0227, where we met 'weekly for over 4 months.

As stated above, I par ticipated in a Commission Hearing in Sun

City West, and attended some of the hearings last March but did

not testis y.

1

I
I



F

12

13

Do. TO EXPRESS THIS TIME?

ON THIS PROPOSED . PQLICY?
deem it a policy issue inasmuch.as it defies the traditional

process in the calculation of rates predicated On the individual

districts invested capital in its singularly functioning system as

well as the revenues and expenses associated with the unique

characterizations of that district.

ISSUE?

I I do not-in f act I would have*characterized it as a classic

misnomer

classic Ying it an Equalizer, Levelizer» or "Socialization

essence, it is a scheme to redistribute burdens predicated

on the confiscation of the prudently invested and functioning

districts to prop up the under-invested districts who-whether

by a variety of circumstances- find themselves in an adverse

fiscal position in terms of capital needs or operational

14 excesses for -
Q IN THE LEVELIZATION

15

4

16

17

18

20

19

21

Q 1 WHAT VIEWPOINT YOU WISH
CHANGE IN-;

Q 2 DO YOU THINK "CONSOLIDATION" IS THE APPROPRIATE NAME FOR THIS

size.
3 WHAT COMPARABLE GAINS MIGHT ONE ANTICIPATE

OF THE RATE STRUCTURE?

IIII Ill 1111-1 Ill I

. Others have previously spoken omit in various terms/
ll ll ll ll

HH ll l l l H l l l l l lllH\ll\ I I ll l l l ll ll ll ll l l l

their

II ll lull ll HH lllllu WI

AT

l II l l ll I l llwwl l uluu H l illI

22

23

24
1

I

25

t
1
i

26 I

27

Vii dually none! Conceivably at the Commission level, it may be

able to eliminate an Administrative Judge and some attendant

personnel by vii Tue of fewer rate cases and perhaps a miniscule

reduction at the company level but that would be less likely.

Conversely, establishing a while new system and covering a massive

layer of districts simultaneously could trigger increased costs.

It could reduce the time spent by Commissioners but whether you

would ever reduce their compensation is problematic. In sum
total, any cost reduction of staff collectivelyfin a monopolis-

tic style of business woulo more likely result in a trickle and

is unlikely to ever be seen by the rate payer. Potentially,

while it could appear to be time-savings for the A.c.c., the

greater depth and complexity of the case could offset it.

Significant wind-f alls would be experienced by 3 districts,i.e.

Anthem, Havasu& Tubac but some would suffer and one par ticularly-

Sun City.

28 Q 4 CAN YOU BE MORE SPECIFIC ?



v

1

2

3
t o B Case

4

5
)

6

7 same

Broderick expressed on lines 19-25

49, lines 1-8. AlSOI on lines

8

9

10

Yes, Tubae & Anthem in cases pending could experience a

doubling of their current rates, as was asset Ted by staff

at the 2/10/10 Rate Consolidation Seminars whereas according
Exhibit from Rate # W-Ol 303A-O8-0227 on page 47 & 48

of Docket # 71410 under so-called "consolidation" would be

gif Ted with reductions of 47.74% for Anthem & 47.13% for Tubac

while Sun City would be saddled with a 136% increase. This

observation is similar to what

of the document, and on p; 2
9-14 of page 49, PORA suggests their opposition to consolidation

and suggests that together with Sun City, they be let t out of the

format. RUCO expresses its opposition because not

in line 15-20 on p. While

consolidation

all districts were considered

11

12

49.
staff supports it in concept, not in the instant case and

acknowledged on p. 50 with Company Counsel that at least 10

deficiencies exist prior to rate consideration.4 Only on@
par ty recommended consolidation, Magruder of Tubac.5

13

HAS PROMPTED THE INTEREST IN THIS APPROACH

15

16

used sometimes with gas and

19

20

21

22

1

:

f 23

24
3
iI 25

I

14 Q 5 WHAT ?

It is a hangover from the last rate case that concluded on

November 12,2009. It is likely prompted by, and I can Only

speculate, that it may have fermented into consideration

17 in that it is electric

Q 6 WOULD THAT NOT SUPPORT ITS CONSIDERATION.

18 Absolutely not for gas and electric utilities are interconnected

in those cases, utilizing common production f facilities whereas

water utilities in the instant case are not in that type operat-

ional mode. They have their own invested f facilities,unique to

their district and their own unique costs and revenues. While

some common labor and management has been alLocated in accord-

ance with accepted accounting practices, production and distri-

bution in most instances remain separated. Some utility dis-

tricts, such as Sun City West, have been combating the arsenic

problem and our rate payers have absorbed the capital and
operational cost- Next door is Sun City & it does not have arsenic

26
on p.48,l-8'on

,PORA lines 15-20

28
+4-

27

(1) Staff @ Rate Consolidation Conference on 2/lo/lo
(2) Docket 7l4lO,Schedule B,p 48 Broderick 1- 19-25
3 Ibid 2 1 p . 49, lines 9_14,RUCQ

(4) Ibid 2/ p. 50,lines 1-15 `
(5) Ibid 21 p- 50/ lines 16-19



W eNow learn that Tubac has arsenic, while Anthem is
f acing fiscal problems so I can imagine that both would

be cheerleaders for consolidation or levelization of

rates since it would deposit their extra burdens on the

other districts- For lunately for Tuba cf they received a

one million dollar stimulus federal grant, something un

known to Sun city West as we star Ted shouldering the arsenic

backs rate payerscosts a few years ago on the of our local
7

8

Q 7 WHAT OTHER ASPECTS MAKE LEVELIZATION DIFFICULT AMONG WATER

UTILITIES IN TERMS OF EQUITABLY RESPECTING DISTRICT'S

UNIQUE DIFFERENCES ?
9

10

11

12

It does give one pause when suddenly a trade association
of 100 investor utilities ( some as large as 400,000 meters)

signs up as an Intervener in a case devoted to 5 small

utility districts, other than to pursue their goal of

statewide water utility rate consolidation-

13

14

15
this f act their o f

16
in latest

RESIDENTIAL RATE SURVEY for the state of ARIZONA. ll

17

18

19
Tolleson

20

The
21

22

best

#1 Pricing of charges

. 1 l

23

The main problem with water utility districts in Arizona is
the lack of homogeneous grouping for a singular rate setting.

The Water Infrastructure Finance Authority of Arizona illustrate$

survey 2008, " WATER & WASTEWATER

6 On p. 9

they declare there are 426 entries for drinking water districts,

varying in rates from@$4.64 month charge for Phoenix to $201.78

monthly charge for Highland Pines. There are 133 waste water :

districts with monthly rates that vary from $2.00 in

to $80.00 in Kings Ranch. 7
characteristic differences among water district is

illustrated by their 3 major groupings;

with 7 subdivisions/8#2 Cost f actors used for rates with

subdivisions/9# 3 Types of Ownership with 4 subdivisions_10_

24
25

25

26 g

27

Thus with 3 major divisions, you add 22 subdivisions, ending

up with different ways to characterize a district.

(6) Cover page of Water & Wastewater Survey

(7) Ibid # 6,p. 9 Cost variances of districts
(8) Ibid # 6,p. 5 & 6/ Pricing systems
(9) Ibid # 6,p. 6 & 7, Cost f actors for calculating rate
(10) Ibid #6,p. 91 Types of Ownership =

28

,.-..
I-n

.
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1

2

3

4

5

6

7

8

9

ARE THERE CTHER CHARACTERISTIC DIFFERENCES?

I'm sure there are more but I'll just mention 2 other differ~

hences in water districts that have major implications.

Sun City & Sun City West are built-out communities, that is

there is no potential for additional customers and as a

result its system is somewhat more static than those in

expansive areas.Also,costs & revenue tend to be quite static.

Additionally, the age of a system can make a significant

difference in capital demands. From the attached memo, you

can see the age of systems range from 25 years old to 64

years old, a span of age difference of 39.years. ll

That f actor alone has huge expenditure implications
10

11 *

12
REBUTTAL TO TESTIMONY OF

13

14

15

Jeffrey m. Michlik

on

CONSOLIDATION vs. MERIT RATES

Filed: March 291 2010

16

17

Q- DO YOU AGREE WITH STAFF CONSOLIDATION PROPOSALS FOR

SUN CITY & SUN CITY wEsT. AS SET FORTH ON PAGE 22:COMMENCING

WITH LINE 9?
18

19

20

21

Yes, I concur with the rejection of the possible consolidation

district by the Staff as shown at the bottom of page 23

commencing with line 21. I would, however, offer additional

reasons, though Michlik alludes to that possibility in the

subsequent testimony of Elijah Abinah.
22

Q- WHAT INDEPENDENT STATEMENTS WOULD YOU OFFER-
23

24
Q WHAT MIGHT THOSE FACTORS

25

26 1

27

28

While there is a proximity f actor that could be f adorable,

it is more than outweighed by other f actors.

BE?

#l. The age disparity in the two systems. Sun City West

is 33 year old, while Sun City is 50 years old resulting in

in a deterioration rate that would not be on parallel paths.

(ll) Memo from Bradley Cole of _ 2/O9



ll

1
*D

2

3

4

5 Q. ANY OTHER

6

7

8

Q - ARE THERE OTHER FACTORS?

yes, a 2nd. would be a differential in system styles which

could impact rates. Sun city contracts out at least a portiOn

of its wastewater treatment to another entity, whereas in

Sun City West we have a complete treatment of all wastewater.

FACTORS?

Yes,a differential in special conditions. SCW has arsenic and

as a result it has made: ------and continue tomake,a substant-

ial commitment to accommodate this problem. On the other h3udI

Sun City does not have arsenic.

9

lo

11

Thus, the initial logic of pairing these two cities because

of proximity pales in light of greater disparities. Beyond that/

in my initial discussion of the subject I think I have set for th

a bevy of rational objections to the so-called-"consolidation."
12

13

14

INDIVIDUAL RATE DISCUSSION

Q- DO YOU HAVE QUESTIONS ABOUT HIS RATE RECOMMENDATIONS FOR

15
v

I

i

I 16

17

18

19

20

SUN CITY WEST?

Yes, I do for I note in 2nd. page of the Executive summary he

advances a case for a slightly higher rate for Sun City West

than what was asked for & proposed by the company. His rationale
for such a proposals has escaped me and rationale hidden in some

obscure site. However, it does provoke the discussion Of why

car rain expenditures in the test year 2008 as shown in Exhibit,

Schedule C-lRebuttal ,Page l by Witness:Kiger.12 They could
offer substantial basis for lowering the rate.

21

22 V
Q. Spec;ifica11y» what accounting factors are yan alluding to?

423

24

25

26 ! Q. Are there other costs you would challenge?

27

28

The transfer in Management Fees to the Parent Company, according

to Foot "l2" above, were $789,604. against cash disbursements

of $3,804,468-,equaling 2l.%of their cash costs. This seems

Most excessive for an industry that is not labor intensive.

Yes, the pension area, where $150,285 is ascribed and amounts .

to 4. of cash disbursements. Added to the transfer amount

above, these two costs account for of cash disbursements.

(12) Financial tec@3/Scheduie C-iRebutta1,p. l, witness -Kiser

%
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b

1 UNDERSTAND THE FOR CALCULATING TRANSFER

z

3

4

cash disbursements- That was
5

6

7 DO YOU HAVE FURTHER QUESTIONS ON THE PENSION COSTS.

8

9

10 company rather than payer
Illinois Commerce Commission NEWS

the rate

11

12

13

14

15

Q- DO YOU BASIS FEES?
NO/ I do not for in the Scwest water case, concluded last

November 12,2009, Docket # W-ol303A-08-0227 in EXHIBIT,

Schedule C-l,P. 1 Witness: Hubbard, Shy of a million dollars

was transferred to Parent Company, amounting to 28.3% of
(13) 3.3%points higher than the

2008 Test year. I wonder if Staff or RUCO has explored the

rationale for this transfer?

Q-

In the above mentioned case, under footnote (13) RUCO had

disallowed 30% of the pension costs, intimatimatigg at least

a par son of pension costs should be ascribed to the Parent
.(IN) In the July 30,2008
(15 reports on a case

involving Illinois American Water Company, in which they

decided that "no incentive compensation for management employees

(along with adder risings costs) should be recovered through

rates." Apparently this was not reviewed by STAFF, but

should have been, along with the "Transfer" issue-both of

which would have resulted in sizeable rate reductions rather

than the increased proposed on top of the company rate increase.16

17
Q - DOES THIS CONCLUDE YOUR REMARKS AT THIS TIME?

Yes.
18

19

20

21

22
¢

23 *

24 (14) RUCO proposed 30% Disallowance of Pension Costs in prior .case
(15) NEWS Bulletin from Illinois Commerce Commission on Pensions

25
/

26 !

27

28
_8 ..
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District/Revenue shi

Anthem

Tupac

t increase/(decrease) Rate increase/(decrease)

($4.6 million) (47.74 %)

($08 million) 147.13 %)

Havasu ($0.6 million) (42.90 %>

Agua Fria ($3.5 million) (17.75 %)

Sun City West ($l .3 millmhy (15.69 %)

Paradise Valley $0.3 million 2.95 %

Mohave $1 .7 million 37.22 %

Sun City $8.4 million 136.00 ° 'o

l

's Exhibit 3 2 , -
L .  1 0 - 1 8  =  S c h e d u l e  B , L  1 9 -  5  B r o d e r i c k  ( c o n t i n u e s  p . 4 9  L l - 8

Doc.K18Tno. W-01303A-08-0227 ET AL. I

1

2

3

assumptions and decision points that must be considered.22°  Mr. Broderick attached the results of one

consolidation scenario To his profiled rebuttal testimony, That scenario is attached to this Decision

and incorporated herein as Exhibit B. Exhibit B includes all eight of the Company's water disu'icts at

4 the CompaI1y's requested revenues in the original application filed in this case, and at the present

rates for the Sun City Water district, Exhibit B shows the typical S/8 x 3/4 inch meter residential

6 customer bil l  on a pre- and post- consolidation basis for each of  the water districts, with a

7 consolidated monthly basic service charge of $15.59 and three tier commodity rates of $1.50, $2.50

8 and $3.25. That scenario would result in the following total residential revenue and percentage shifts

10

9 , (in total changes net to zero) by districtzm

I
4

!

I
I
| 4 I

13

14

15

16

17

18

19

20

21

22

Mr. Broderick stated that he experimented with the residential rate designs, but it did not

change his conclusion that in order to achieve a total residential rate consolidation, the rates in the

Sun City Water and Mohave Water districts would increase significantly, and that the major short

term beneficiaries would be Anthem Water, Tubac Water, and Havasu Water districts, with the only

23 largely unaffected water district being Paradise Valley Waters The Company's witness Mr.

24 Towsley further addressed the difficulties and benefits of rate consolidation, and laid out a specific

25 DaNial rate consolidation proposal that involves the levelizing of net plant investment per customer

26

27

28

zza 14. am 5-6.

227 /4. at 7.
zza ld

i

12

5

glaL
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EXHIBIT 3
EXHIBIT 3
EXHIBIT 4 W-0l303A-08~07'27 ET AL.

¢

1

PORA L . 9-14
RUCO L 15-20
STAFF L. 21~8§)CKET NO.

+ p. 50 L. 1-15

by means of a systems benefit charge to be assessed on the variable usage rate per gallon.229

2

'v
J

Based on its analysis, the Company believes that with the magnitude of revenue shift that  |

would be required, its customers are not 'yet ready for aN eight district consolidation.23° The

4 Company contends that ordering rate consolidation in this proceeding would be. impractical, and

could lead to unintended consequences, because at this time, there are more questions than answers,

6 and to get the answers, data must be gathered, informed public input must be received, and difficult

7 policy choices must be made. The Company believes that a subsequent parallel proceeding is needed

8 to provide a forum for all parties, the public and the Commission to consider consolidation."1

5

9 i
l

PORA states that Ir is_unprepared to consi.d§;j_cqn_§9_ ii_cation of rates.232 PORA agrees with

10 State that rate consolidation is a complex issue with both public and policy implications, that public

outreach should be undertaken prior to consolidation, and that adequate notice of consolidation11

12 should be given to all affected ratepayers.m PORA believes that Sun City West Water and Sun City

Water districts have unique attributes which should entitle them to an option to not participate in rate

14 consolidation if and when consolidation is implemented"

15 RUCO states that it opposes consolidation of rates in this proceeding because only seven 01.

16 'the Company's thirteen water and wastewater districts are being considered in this proceeding, and

17

18 RUCO contends that while there may be good reasons for

19

20

because consolidation in this case would result in the inequitable spread of costs over some, but not

all, of the Company"s water districts.235

rate consolidation, the reasons should be thoroughly vetted on the record and then applied evenly to

all the distri¢t$.""

21 Staff states that it supports rate °9n§Qlida!iQn, 1211* urges the Commission to proceed with

22
. . . . . ' . 2

caution, and does not recommend consolxdatmn in the Instant case, 31 Staff states that rate

I
l consolidation is a complex issue that has both public and policy ramifications which require careful

24

25

26

27

229 14 at 11-18.
no Hz at 8.
bl Company Brief  at 52.
1:2 por<A Brief at 4.
383

234 ld

ms Ruco Reply Brief  at 8-9.
2:6 ld Ar 9.
237 Staff Brief at 20.

I

13

23

28

I
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EXHIBIT 4
EXHIBIT 5

'STAFF L. 1-15
MAGRUDER L 16-19

DOCKET NO. W-01303A-08-0227 ET AL.

1 , . . . . :as 1eonsmderanon Mn eider to avoid any unintended consequences. Staff ts also concerned Thai the

4

6

2 notice in this case was not adequate to notify affected ratepayers if  consolidation were to be

3 1 accomplished in this proceeding.239

Staffs witness Mr. Abinah agreed with the Company's counsel that several issues need to be

5 I addressed prior to rate consolidation, including:

How to deal with different numbers of tiers and breakover points across districts,

How to account for differing uses of water for residential irrigation across districts,7

8 Whether commercial rates should be consolidated at the same time as residential,

s

How cost of service and returns by customer class should be affected,

How public input can be maximized I
`- .

How customers can be educated about the pros and cons of rate consolidation,

12

13

14

How parties will participate in the public process;

Whether to phase in or immediately implement consolidated rate structures,

Whether wastewater rates should also be consolidated, and

15

16

17

What economies of scale would be accomplished by consolidation.240

Only one party .is .recommending rate consolidation in _this_proceeding..._ Mr.._Magruder 4
4 4

recommends that consolidated rates be implemented in the water districts at this time, and that in the -(493

18

19

next Arizona-American rate case all other water districts be integrated-'into the consolidated rate

$tyu€tuI€_24 I

20

21

Staff states that if the Commission wishes to consider rate consolidation, this docket may be

left open for the sole purpose of rate design for consolidation purposes, with the possibility of a

22 consolidation of this docket with a future docket for the purpose of considering consolidating rates of

23 Arizona-Arnerican's water da5trsets?"2 RUCO states, however, that it would not support reopening

24 thy; docket or the Company's next rate case docket for the purpose of applying a new rate design to

25

26

27

28

:Jr ld
:no ,d

§'° Tr. al 892.97.
-41 Magruder Brief at 27, see also Magruder Reply Brief at 19-27.
142 Staff Rr:ply Brief Ar 5.

9 1
lo

50
D
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Juno mau on the web Page 1 of 1

FOOTNOTE 1 1#

JUNO
Email on the Web

Print Message | Close

From

To

Subject

Date

Joni.McGlothlin@amwater.com

jobobaz@cox.net

Cc Joni.McGlothlin@amwater.ccm, c.ulIman@juno.com, larry@lwoods.com

AAW MORE ANSWERS

Fri, Jan 16, 2009 05:12 PM

Hi Bob,

Here is the second half of the answers to your questions straight from our director of
Operations:

The following is the last piece of information for PORA. The age of our water and
wastewater systems are as follows.

Tubac Water - 1958 and newer
Paradise Valley Water - 1946 and newer
Agua Fria Water - 1970 and newer
Sun City West Water - 1978 and newer
Mohave Water (BHC) - 1964 and newer
Mohave Wastewater - 1985 and newer
Havasu Water - 1970 and newer

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * ~ a ~ k * * * * * * * * * * * * * * * *

Bradley J. Cole
Director of Operations, Central Arizona
Arizona American Water
15626 n. Del Webb Blvd.
Sun City, AZ 85351-1602

http://webmailajuno.com/webmail/new/8?b1ock=1&msgList=00000pW0:0019SI9L00002LwG... 1/22/2009
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Footnote # 12 "R

~s

Arlzena American Water Company - Sun City Went Wastewater
Test Year Ended December 31, 200a
Adjusted Test Year Income Statement

ex
Exhibit!
Schedule C-1 Rebuttal
Page 1
Wltness: Klges.*.

l

1s
1

4

[Al
Test Year

Book
Bnulla

[Bl
Total

Pro Forma
eQwamra

[CJ
Test Year
Adjusted
Result;

ID]
Proposed

Rate
increase

IE]
Adjusted
with Rate
Increase

Revenues1
3

s 5,880,389
1,321

s s 5,660,389
1,321

1,426,944 s 7,087,332
1,321

=l
1
I
I
I s 5.681.710 41 s 5.661.710 s 1,426,944 s 7.088.653

Line

1 HQ
1

2

3
4

s
6
7
B

9
10

s s (21,078) s

265,325

s

8
111
HE (34,252)
813
£14
15

9,646
(9,406)

11,299 4198.17

18

2819

a n

0

-

.is
Q21
22

(721)

73.903

Sewer Revenues
Other Revenues

Operating Expenses
Labor
Purchased Water
Fuel & Power
Chemicals
Waste Disposal
Management Fees
Group Insurance
Pensions
Regulatory Expense
Insurance Other Than Group
Customer Accounting
Rents
General Office Expense
Miscellaneous
Maintenance Expense
Depreciation -t~ Amortization
General Taxes-Property Taxes
General Taxes~Other
Income Taxes

11,350

\

766,759
7.156

385,512
401.682
103,272
789.604
267,064
150,285 _
43,794
48.786

12a.968
38,079
49,950

243,174
138,820

1138.799 I
1351172

58.909
52.682 (11s.210)

745,680
7,156

650.887
401 ,682
103,272
755,352
267,064
159,930

34,388
48,788

135,267
38.079
49,950

242.453
138,620

1,312,702
135.172

58.909
(65,587) 546.242

745,680
7,156

650.837
401 ,682
103,272
755.352
267,064
159,930
34,388
48,786

135,686
38,079
49,950

242,453
138,620

1 ,a12,702
146.522

58,909
480,654

Total Operating Expenses
Utility Qverallne Income
Other Income a Deductions

Other Income a Deductions
Interest Expense
Other Expense
Gain/Lou Sale of Fixed Assets

Total Other Income a Deductions
Net Profit (Lou)

$5,043,267 s. 176.445 85,219,712
s e1 a.44a s (176,445) s 441,991

s
s

s5a.0u
888.933

s 5,777,723
$ 1.310.930

534,838
9.599

(2)
s (544,239l
s 74,204

11,892 546,330 _ 546.330
- 9,599 - 9,599
- (2) - (2)

s (11,692) s (555,931) s U s (555,931)
$._.81aa.1s08 $_.f1 .1s.ea4) ..s.._ _888.933____$ ._ 754.s99__

?4
.25
as
27
as
39
$9
so
32

33
34
$5

qs
37

8
4°
1 1

-go
43
44
4
4 ;
4.7

44
Cb
Sm

Supporting Schedules:
E-2 C-2 Rebuttal

Recap Schedules:
A-1 Rebuttal

\Schedules\2008 Sun City West WW Sch. A-F Rvsdxls

1

15

,5
:
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i
f t
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0

I



s924,600 se1,t1o s 1,011,770 s

III ll

4 P. 6
Footnote # 13

l

Income & Expense Statement for Az/Amer: in SCW

Arizona American Water Company - Sun City West Water
Test Year EndedDecember 31 , 2007
Adjusted Test Year income Statement

l

Exhibit 4
Schedule C-1
Page 1
V\6tness: Hubbard

[A]
TestYear

Book .
g a s ;

[B]
Total

Pro Forma
Adiusunents

[Cl
Test Year
Adjusted
Result;

[0]
Proposed

Rate
Increase

!El
Adiusled
with Rate
Increase

Revenues
Wm' Revenues
Other Revenues

s 4,303,615
1,853,019

s 1.357,414
(1,812,618)

s 5.661 _oral
40,401

4,276,305 s 9,937,338
40,401

s 6,156,635 (455,204) s 5,701,431 s 4,276,305 s 9,977,736s

s59,755
(255,361)
104_264
132,558

s,aa4
45,595
65_ta7
24,065

-

ll.

643.462 s
252,671
725,810
95,331
4,391

996,569
145,525
72,512
9.737

58,622
§7lL31A4.L.

14,331
57,226

243.650
. 110,302

2,035 1,711

Opiating Expcnsa
Labor s
Purchased Water
Fuel 8. Power
chemicals
Waste Disposal
Management Fees
Group Insurance

P°n=i°n@,,...
Raguiatory Expense
Insurance Other ThanGroup
Customer Accounting _. ._
Rents
General Olliee Expense
Miscellaneous
Maintenance Expense
Depfedalicn a. Romano __ . __________1_3L1_ __
General Taxes-Property Taxes 139,898
Genera! Taxes-Other 53,716
Income Taxes (233,528)

7 45.150

(11,242)
137,026
(48,395)
39.998
12,115

(90,531)

703,217
(2,690)

830,074_
227,889

4,391
999,90§
191_120
1a7_s98
33.802
58,822

133,476
14,331
57,226

232,408
247,328

1,3231541_
179.896
65,832

(324,059) 1,632,518

703.217
(2,690)

830,074
227,889

4,391
999,903
191,120
137,699
33.802
5a,s22

135,187
14,331
57,226

232,408
247,328

1,323,541
225,047
65,832

1,30a,459.

s 4,893,602
s 1 ,26a,033

s
s

220,404 $ s,114,00s s 1,619,379
(675,608) s 587,425 s 2,596,926

s 6,793,365
s 3,184,351

17.621
1,033,373

(372)
90.7B0

(17,521)
69,549

Q

1.102.922
(372)

90.780

ume
89.
1
2
3
4
5
6
7
8
9

| 10.
11
12
13

[ 14
15
16
7

' 18
19
20
21
22
23
24
25
26

_ _ 27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43

Taus Oponting Expenses
Utlllty Opening in¢oms
Other Income a Dunductiona

Otharlnecme & Deducions
interest Expense
Other Expense
Gauinllbss Sale Ur Fixed Assets

foul Other Income a Deduction
rm ProM (Lou)

$
..=~ 33a,5§3.S 7621771 424.344 s 2596.926s

--r--

1,102,922
(372)

80.780
.1,011,770)

s 2,172,582

44 8\1Pp°¢1'*l*9 SdwdWes:
E-2 032

Recap Schedndesz
A-t45

45
47
48
49
50 \Schedu¥es\2007 Sun City Was&Water sch. A~F.xls\
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Footnote # 14

1 Q Certainlv, the Commission should at least allow this plant in service.

Exhibit 3 is a proposed amendment to the ROO that would include the Mira Monte plant

3 i in rate base.

4 Exception 4 - Tank Maintenance Expense (AH Water Districts)

The Company proposed, and RUCO accepted, a reserve for tank maintenance expense.

6 § - A reserve for tank maintenance is tended by an annual allowance for tank maintenance costs in

7 ' the revenues of a utility. The funds collected through rates are recorded on the balance sheet in a

8 ; deferred liability account - Reserve for Tank Maintenance. As the Company incurs tank.5 ;
9

's

.I maintenance expenses, the Reserve for Tank Maintenance account is charged reducingghe

10
9

5

11

12

14

.»

15

16

1 balance of funds reserved. In subsequent rate cases, actual tank maintenance expenditures and

1the reserve account may be reviewed and the annual allowance can be increased, decreased or

E remain unchanged on a going forward basis as the circumstances warrant.

The(ROO)rejected the Company's proposal for advance funding of a Reserve for Tank

E Maintenance Wis was unfommate and will result in a dramatic reduction in necessary future

spending to paint tanks until a reserve canbeestablished following a future rate case. RUCO

i acknowledged the benefits ofatank~maintenance reserve and recommended its approval;

RUCO believes that the cost estimates obtained from the RFP process are
reasonable. RUCO also believes that ratepayers will benefit from regular
preventive maintenanceandupkeep on large plant assets such as water tanks.
RUCO has supported similar programs in the past such as one that Arizona Water
Company has 'm places

Exhibit 4 is a proposed amendment to the ROO that would approve Arizona~American's

235 Reserve for Tank Maintenance.

24 1Exception 5 - Annual Incentive Pav (All Districtsl - Clarification

The ROO states: "RUCO proposes disallowance of 30 percent, or $5,555, of the

Company's $18,517 Arizona Corporate allocated annual incentive pay ("AlP") management fees

s Exhibit R-12 at 29212-17.

.I

i

6
L_



Footnote # 15
E

News from the Illinois Commerce Commission
Vllleal Spllnglhld. 217.782.5793 ¢\\l<=»u». :1a.s14.2aao tAx 211.aa4.0s14 las 217.182-9288 hilpi//www»lc¢.Illh'loi$.9¢H

F O R  I M M E D I A T E  R E L E A S E
I -my 30, 20o8 Beth Bosch

Brian Sterling

9 I

4
Q 'xi .5

additional annual revenue for Illinois AmericanWater Company (IAWC),$9 million less t&saJn
thecompany requested.

ICC Reduces Illinois American WaterCompanyRequest bx $9 Million 56

The llliluois Commerce Comnnnission Wedlncsday approved alppuroxilnuatcly $26 millionin

9~"

Illinois American Water Company filed a request with the ICC August 3 l , 2007, seeking
aurhorizaxion to increase annual Ievemlebyapproximately $35.4 million In its order the ICC
d¢U=i1HH\i10l¢<i tart some estimates of expenses the corqupanqr proposed to recover through rates were. '"
too high and should be cut back while others, such as incentive compensation,jlor iunanaglegnem

3 8 andadvertising eucpenises didnotbenefitcustomers andshould not be recovered
rates. ,

In a separate action Wednesday, the ICC directed Illinois American Water Companyto
provide updated demand information for each area it serves and an updated cost of service study
to allow for a thorough investigation of bow the company alloéaxes costs to various classes of
water customer.

E
4

;

Theinvv:stiga1ionwill n|omchanged1¢revenuclevel.butwillpmo~idemomeQ3i1gd
infonnationonwhereeostsoccurandhowthey shouldbeassignedwiNnnthevariqus water
divkions and dfsuricis served by Illinois American Warm Company. The Commission ordered
the invwtigalion Waler the company failed to provide sufficicni cost of scrvioe information in the
mostrecancase,evcnahaheingomdexnedtodeveiopitacRer thelastra1ecasein2002.

Commissioners indited it was extrennoly di8icuit for s)t8ff. intavenums andConnnnissioners

to d4:llemni1n~e anppmopriaterate sitrucunwmwitilrcmntupdzntedoostofservioe information for each

division.

The connpamny revenue request and the Commission decision axe as follows:

Southern Division, PeOria, Streator, Pontiac and South Beloit Districts:IAWC proposed20
percent increase. ICC approved 14.9 percent increase.
ClrzmrcpalignDistrict: IAWC proposed 59.8 percent increase. ICC approvd47.2 percent

LincolnDistrictwater: IAWC proposed 0.76 percent reduction in revenue. ICC approved 0.76
p¢11¢¢m reduction.
Pepin District: IAWC proposed 26.7 percent increase in revenue. ICC approved 21 .2 percent
increase.
Sterling DiStrict: IAWC pmposed 31 percocnrt increase in revenue. ICC approved 20.7 percent
increase.

3
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As respect the 4/7/2010 fi1ing,please make the following amendments

Page 7,Line 25, $4,911,480 should read $3/804,468.

3 and Line 25/ 16.1% should read 21%

4 Line 27, 3.1% should read 4 %

5 Line 28/ 19.2% should read 25%

6 . page 8/ Line 4/ 18.3% should read 28.3%

and Line 57 I 2.2% should read 3.3%

10

9

8

DATED: April 27/20lO

Bye i>//6 tr
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Individual Intervenor
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I
1

BY THE COMMISSIUN:
2

1. INTRODUCTION
3

On May 2, 2008, Arizona-American Water ("Arizona-American" or "Company") filed with
4

the Arizona Corporation Commission ("Commission") an application for increases in its rates and
5

charges for utility service, based on a test year ending December 31, 2007, in its Agua Fria Water and
6

Agua Fria Wastewater districts, Anthem Water and Anthem Wastewater districts, Havasu Water
7

district, Mohave Water and Mohave Wastewater districts, Paradise Valley Water district, Sun City
8

| West Water dlstrlct and fubac Water dlstrlct.

On June 2, 2008, the Utilities Division Staff ("Start") of the Commission filed a
<1 z

I

I
\ I

IG |
H Deiicicncy stating Arizona-American's May 2 2008- rate application

1 1.

I
Letter of i

that did not meet the i
I

sLxt8» :iency requirements as outlined in Arizona Administrative Code ("A.A.C.") Ri4-2-103 and g
12

listing the items Staff required to deem the application sufficient for processing.

I
I

On June 20, 2008, the Company filed its Response to Deficiency Letter and the above-
14

captioned revised application. The revised application does not include the Anthem Water district,

4 I . . . . .
the Anthem Wastewater dlstrlct, or the Agua Fna Wastewater dlstrlct.

16
i

17
Intervention in this matter was granted to the Residential Utility Consumer Office ("RUCO"),

Clearwater Hills Improvement Association ("Clearwater Hills"), the Town of Paradise Valley
18

(""Town"), George E. Cocks, Patricia A. Cocks, Nicholas Wright, Raymond Goldy, Lance Ryerson,
19

Patricia Elliott, Boyd Taylor, Keith Doner, Hallie McGraw, Rebecca M. Szimhardt, Wilma E. Miller,
20

Joe M. Souza, Steven D. Colburn, Shanni Ramsay, Dennis Beamer, Ann Robinett, Betty Noland,
21

Don Grubbs, Liz Grubbs, Mike Kleman, Jacquelyn Valentino, Louis Wilson, Ikuko Whiteford,

Marshall Magruder, the Camelback Inn and Sanctuary on Camelback Mountain (collectively
23 .

I "ResoIts"), Tom Sockwell, Andy Panasuk, Thomas J. Ambrose, and the Property Owners and
24

| Residents Association ("'PORA").
25

On July 15, 2008, Arizona-American ilea its Response to Informal Letter of Deficiency, and
I

126
on July 21, 2001, the Company filed its Supplemental Response to Informal Letter of Deficiency.

1

On July 22, 2008, the Company filed a Notice of Change for Designated Service.
27

ll

28 4 I

13

22

'1
J DECISIQN NO. 71410

I



I
I

DOCKET NO. W-01303A-08-0227 ET AL.
I

On July 23, 2008, Staff filed a letter classifying the Company as a Class A utility and stating

2 that, with the revisions docketed on June 20, 2008, July 15, 2008, and July 21, 2008, the above-

3 captioned application met the sufficiency requirements outlined in A.A.C. R14-2-103 .
I

4 Pursuant to A.A.C. R14-3-101, the Commission issued a Rate Case Procedural Order on July

5 29, 2008, to govern the preparation and conduct of this proceeding.
U

Q

ll
On August 4, 2008, Staff filed a Request for Procedural Conference. Therein, Staff stated drat

'7I I if. would find it difficult to review the application within the timeframes set forth in the July 29, 2008,

8 Rate Case Procedural Order, and that Staff had attempted, unsuccessfully, to reach agreement with

On August 8, 2008, a second Rate Case Procedural Order was issued, correcting errors in the

9 I the Company on an extension of those deadline dates.

10 ll

I I 1 procedural schedule and accordingly resetting the hearing date in this matter to March 16, 2008.

12

I
:

13

14

On August 25, 2008, a third Rate Case Procedural Order was issued, continuing the hearing to

I | 4 | I
commence on March 19, 2009, in order to accommodate parties' schedules, amending the associated |

procedural schedule, and modifying the public notice requirements to comport with the Cornpanyls

15 corrected H Schedules.

16 On November 12, 2008, Commissioner Kris Mayes filed a letter in the docket requesting that

17 the parties provide the Commission, as part of their testimony in this case, an analysis addressing the

18

19

predicted impacts of statewide and select consolidation of the Company's water systems, and to

propose combinations of systems where potential benefits outweigh the limitations of consolidation

q »

40 I efforts, and

'water systems.21

22

an analysis of rates and operations under a statewide consolidation of the Colnpany's

On DeceMber 17, 2008, the Company tiled a Notice of Filing Letter which included the

23 Company's response to Commissioner Mayes? November 10, 2008 le t ter  regard ing ra te

q . .
4 consolldatlon.

On March 17, 2009, a public comment meeting was held as scheduled in Sun City West,

26 Arizona. Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman, Commissioner I

27 Sandra Kennedy, and Commissioner Bob Sump presided. Members of the public appeared and

4 DECISION No. 71410
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provided public comment on the application.
1

On March 18, 2009, a public comment meeting was held as scheduled in Tubae, Arizona.

° '»

J Commissioner Pierce, Commissioner Newman, Commissioner Kennedy, and Commissioner Stump
I

| presided Members of the public appeared and provided public comment on the application.

Go March 19, 2009, the hearing on the application commenced as scheduled. The Company,

6 \the Town.  the Resor ts ,  PORA, Clearwater  Hills ,  RUCO and Staff appeared through counsel.

7 Marshall Magruder appeared on his own behalf. No other iutervenors appeared. Several members of

8 | the public appeared and provided public comment on the application. The evidentiary pofricm of the

hearing wmmenced on March 20, 2009, and concluded 011 March 30, 2009. During the hearing.
i

IT = Q' evidence was presented by the Company, Mr. Magruder, RUCO, and Staff, and the parties were

ll 1 provided the opportunity ro cross examine witnesses who had submitted profiled testimony.

Following the hearing, post hearing brietta were submitted by the Company, Mr. Magruder, PORA,

RUCK and Staff. 1

Following the evidentiary hearing, additional local public comment meetings were held by the

15 1 Commission in Bullhead City, Arizona on April 2009, and in Lake Havasu City, Arizona on May

1, 2009. Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman, Commissioner

17 i Sandra Kennedy, and Ccrnmissioner Bob Stump presided. Members of the public appeared and
I

I

provided public comment on the application. I

20 f Recommended Opinion and Order for the Commission's final disposition.

he matter was subsequently taken under advisement pending the issuance of a 1

APPLICATION

Arizona-American is a wholly owned subsidiary of American Water Works, the largest

investor owned utility in the United States. l American Water Works owns a numb r Of regulated

74 water and wastewater subsldlarles that operate in 32 states, in addltlon to non-regulated subsldlarles. i1

American Water  Works raises debt capita l t r  its  subsidiar ies through its financing subsidiary

26 American Water Capital Corp.
"I
J

I
Arizona-American operates twelve water and wastewater systems in i

Direct Testimony of Staff witness Gary T. McMurry (Exh. S-5) at 3.
Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 3.

DECISION NO. 71410

23

25

13

16

5

e

._-»

I

l
I
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l
r .

I I-\1llZOTl8. The wastewater district and the six water districts included in this application include

2. approximately 76,000 of the Company's approximately 130,000 customers located throughout

I
By district, the Company's proposed revenues and the recommendations of the parties who

3 | Arizona.4

4

!
. submitted schedules are as follows :q

. J

6 Agua Fria Water

The Company recommends a revenue requirement of $26,623,370, which is an increase of

8 $7,804,796, or 41 .47 percent, over its adjusted test year revenues of $l8,818,574. The Company's

9 g recommendation would result in an approximate $12.20 increase for the average usage (7,400 gallons
I

ll) ll per month) 5/8 x 3/4 inch meter residential customer, from $24. 16 per month to $36.36 per month, or

l
Il

I 1 1; appmximauzly 50.5 percent.
II

i
I

$21,985,260, which is an increase of  IRUCO recommends a revenue requirement of

13 $3,166,646, or 16.83 percent, over its adjusted test year revenues of $18,818,614.
lII1 recommendation would result in an approximate $5.69 increase for the average usage (7,40G gallons

15 per month) 5/8 x 3/4 inch meter residential customer, from $24.16 per month to $29.85 pen month, or

16 approximately 23.57 percent.

1 7 Staff recommends a revenue re uirement of $21,297,986, which is an increase of $7,479,373. 5

l 8 or 13.18 percent, over its adjusted test year revenues of $18,818,613. Staffs recommendation would

1 9 result in an approximate $5.44 increase for the average usage (7,400 gallons per month) 5/8 x 3/4
l

20 1 inch meter residential customer, from $24.16 per month to $29.59 per month, or approximately 22.5

percent.

22 Havasu Water

I
E
e

The Company recommends a revenue requirement of $1,5'79,422, which is an increase of g

$42201 1, or 36.82 percent, over its adjusted test year revenues of $l,l54,4l 1. The Company' i

recommendation would result in an approximate $22.48 increase for the average usage (9:705 gallons

26 per month) 5/8 x 3/4 inch meter residential customer, from $36.59 per month to $59.07 per month, or |

27 I |
l

25

1 Direct Testimony of Staff witness Gary T. McMurry (Exh. S-5) at 3.
i

24

23

2 8

21

7

4

i
II

i
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II
I

1

2 RUCO recommends a revenue requirement of $l,424,565, which is an increase of $247,043,

'1
J

l

approximately 6 i .44 percent.

I
l

or 20.98 percent, over its adjusted test year revenues of $1 ,177,522. RUCO's recommendation would

4 result in an approximate $15.27 increase for the average usage (9,705 gallons per month) 5/8 x 3/4 1

1
inch meter residential customer, from $36.59 per month to EB5 l .86 per month, or approximately 4] .73 1

!
5

6 percent.

.7
.f Staff recommends a revenue requirement of $1,422,782 which is an increase of $896,196, or

I

38.59 percent, over its adjusted test year revenues of $l,026,586. Staffs recommendation would

1 1
1 i

8 I

l
9 = result in an approximate $12.79 increase br the average usage (9,705 gallons per month) 5/8 x 8/4

10 inch meter residential customer, from $86.59 per month to $49.38 per month, or approximately 34.95

l
I percent.

i
I
I
I

I .Mohave Water

The Company recommends a revenue requirement of $6,057,207, which is an increase of

14 $943,515, or 18.45 percent, over its adjusted test year revenues of $5,113,692. The CQmpa11y's

15 recommendation would result in an approximate $4.45 increase for the average usage (8,073 gallons

I I . I
16 | per month) 5/8 x 3/4 inch meter resldentlal customer, from $17.44 per month to $21 .89 per month, or

approximately 25.48 percent.17

18 RUCO recommends a revenue requirement of $5,510,426, which is an increase of $396,795,

19 i or 7.76 percent, over its adjusted test year revenues of 35,1 13,631. RUCO's recommendation would

20 result in an approximate $2.45 increase for the average usage (8,073 gallons per month) 5/8 x 3/4

21 inch meter residential customer, from $17.44 per month to $19.89 per month, or approximately 14.04

22 | percent.

Staff recommends a revenue requirement of $5,232,111, which is an increase of $1 18,480, or

2.32 percent, over its adj used test year revenues of $5,113,631. Staffs recommendation would

25 [ result in an approximate $0.38 increase for the average usage (8,073 gallons per month) 5/8 x 3/4

26 |inch meter residential customer, from $17.44 per month to $17.83 per month, or approximately 2.19

27 percent.

II

28
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1

|».

Paradise Valley Water

2 The Company recommends a revenue requirement of $10,037,959, which is an increase cf

$1,817,378», or 22.11 percent, over its adjusted test year revenues of fE8,220,586. The Colnpany's

4 I recommendation would result in an approximate $14.55 increase for the average usage (90,498 i

'7
J

5 gallons per month) 5/8 x 3/4 inch meter residential customer, from $49.20 per month to $68175 per

6 month, or approximately 29.57 percent,

7
I

RUCO recommends a revenue requirement of $9,132,182, which is an increase of $911,597
a

I

1
l S percent.

8 | or 11.09 percent, over its adjusted test year revenues of $8,220,585. RUCO's recommendation would

9 result in an approximate $6.20 increase for the average usage (20,493 gallons per month) 5/8 x 3/4

it) inch meter residential customer, from $49.20 per month to $55.40 per month, or approximately 12.6 I
I

StalT recommends a revenue requirement of $9,l65,550, which is an increase of' $l,316,818, |17 *

13 I or 16.78 percent, over its adjusted test year revenues of $7,848,732 Stalls recommendation would

14 result in an approximate $6.64 increase for the average usage (20,493 gallons per month) 5/8 8/4

15 | inch meter residential customer from $49.20 per month to $55.84 per month, or approximately 13.51

16 percent. Under Staffs three-tier alternative rate design, the increase for the average usage 5/8 x 3/4

17 inch meter residential customer would be approximately $5.88, from $49.20 per month to $55.08 per I
I

18 month, or approximately 11.97 percent. Under Staffs five-tier alternative rate design, the increase

19 for the average usage 5/8 x 3/4 inch meter residential customer would be approximately $5.63, from

20 $49.20 per month to $54.83 per month, or approximately l 1.46 percent.

21 Sun City' \Vest Water

The Company recommends a revenue requirement of $9,953,470, which is an increase of

23 $4,096,204, or 69.93 percent, over its adjusted test year revenues of $5,857,266. The Conlpany's

recommendation would result in an approximate $15.51 increase for the average usage (6,704 gallons

25 | per month) 5/8 x 3/4 inch meter residential customer, from $19.51 per month to $35.02 per month, or

26 approximately 75.5 percent.

2

|

27 RUCO recommends a revenue requirement of $9,215,/92, which is an increase of

28 $3,358,526, or 57.34 percent, over its adjusted test year revenues of $5,857,266 RUCO's
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1 recommendation would result in an approximate $13.30 increase for the average usage (6,704 gallons

2 per month) 5/8 x 3/4 inch meter residential customer, from $19.51 per month to $32.81 per month, or i
I'11.J approximately 68. 17 percent.

4 Staff recommends a revenue requirement of $9,106,952, which is an increase of $3,405,521:

5 or 59.73 percent, over its adjusted test year revenues of $5,701,431. Staffs recommendation would
i
1

6 result in an approximate $12.33 increase for the average usage (6,704 gallons per month) 5/8 x 3/4

7 inch meter residential customer, from $19.51 per month to $3 l .84 per month, or approximately 63.14

8 g percent.

PORA did not H16 schedules but requested that the Commission "limit the percentage of rate

I

.. |!
!

III g increase to 52% which will include stage one and two ACRM."5

l l Tubae Water
I

12 I

II

The Company recommends a revenue requirement of $697,102, which is an increase of

13 $2'70,204, or 63.29 percent, over its adjusted test year revenues of $426,898.
I

The Company's

la recommendation would result in an approximate $32.43 increase for the average usage (11,767

15 gallons per month) 5/8 x 3/4 inch meter residential customer, from $49.45 per month to $81.88 per l

16 month, or approximately 65.58 percent.

RUC() recommends a revenue requirement of $640,921, which is an increase of $214,021. |or17

18 ¥50.13 percent, over its adjusted test year revenues of $426,900.

19 result in an approximate $28.04 increase for the average usage (11,767 gallons per month) 5/8 x 3/4

20 inch meter residential customer, from $49.45 per month to $77.49 per month, or approximately 56.7

RUCK's recommendation would

21 percent.

ii
Staff recommends a revenue requirement of $642,772, which is an increase of $215,872, or

50.57 percent, over its adj used test year revenues of $426,900. Staffs recommendation would result

24 in an approximate $21.59 increase for the average usage (11,767 gallons per month) 5/8 x 3/4 inch i

22

25 meter residential customer, from $49.45 per month to $71.04 per month, or approximately 43.62

26 1 percent. Under Staffs four-tier alternative rate design, the increase for the average usage 5/8 x 3/4
i
!I

5 PQRA Brief at 5.28 i

in
!

28

27
i
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i
I

1 inch meter residential customer would be approximately $8.44, from $49.45 per month Io $57.89 per

2 month, or approximately 17.07 percent.

3 Mohave Wastewater
I

4 The Company recommends a revenue requirement of $1,38l,388, which is an increase of

5 $585,283, or 73.52 percent, over its adjusted test year revenues of $796,105. The Compally's

6 'I recommendation would result in a $36.60 increase for residential customers from $49.65 per month I

'7
I to $86.25 per month, or approximately 73.72 percent.

8 RUCU recommends a revenue requirement of $888,721 which is an increase of $92,566, or
|
I

IQ lgresult in a $l0.33 increase for residential customers furn $49.65 per month to $59.98 per mcwnth, Qr

l 1 i apprcxinwzueiv 20.8 percent.

9 I 11.63 percent, over its adjusted test year revenues of $796,161. RUCO's recommendation would |

!
!
l

1
I

Staff recommends a revenue requirement of $714,893, which is a decrease of 381368, or i
I

StafF s recommendation would result10.21 percent, from its adjusted test year revenues of$796,161

IN in a $5.15 decrease for residential customers from $49.65 per month to $44.50 per month, OI'

15 approximately 10.37 percent.

16 111. RATE BASE 3
I
II17 A . White Tanks Plant (Agua Fria Water)

18 The Company is currently constructing a water treatment facility ("White Tanks Plant") that

19 vv*il1 flow it to treat its 11,093 acre-feet per year allotment of Central Arizona Project ("CAP") water

20 'for distribution to customers in its Agua Fria Water District.6 The plant is scheduled to be in service

21 by December 2009.7 The Maricopa County Municipal Water Conservation District Number One

22 ("MWD") is constructing the water-supply intake on the Beardsley Canal, and the Company is l

constructing the water transmission main to connect the White Tanks Plant to Arizona~American's

24 . existing transmission system.8 Arizona-American designed 'the White Tanks Plant to treat 13.5 I
I

25 million gallons per day ("MGD") in Phase I (a), and to expand to treat 20 MGD in Phase I (b) with 1

26

27 a Revised Direct Testimony of Company witness Joseph E. Gross (Exp, A-1) at 3.
28 7 Rebuttal Testimony of Company witness Joseph E. Gross (Exh. A-2) at i.

| s lat

E

23

12

18
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1 the addition of one more treatment train.9 The White Tanks Plant is designed to eventually

2 accommodate three additional 20 MGD phases, for a total treatment capacity of 80 MGD at the 46-
1

3 acre plant site.'° According to filings in Docket No. W-01303A-05-0718, original plans were for the

4 White Tanks Plant to be financed, built and owned by MWD, for Arizona-American Lo obtain

5 treatment services through a long-term capital lease with MWD, and for an Arizona-American

6 affiliate to operate the plant through an Operation and Maintenance ("O&M") agreement with

'7
/

I
I
I MWD.ii However, negotiations between MWD and the Company did not come to a final agreement

8 on the plans, and Arizona-American revised its application in Docket No. W-01303A-05-0_18. The

9 revised application requested (1) approval of adj vestment to the Company's existing Water

10 Facilities Hook-Up Fee for new home construction, (2) accounting orders related lo the White Yaks
l

ll | Plant: and (3) that the Company be ordered to make certain associated Hiings as a part of its I

12 I previously-ordered 2008 rate case filing for the Agua Fria District (the instant applicati.on).l2

18 Decision No. 69914 (September 27, 2007) granted the Company authority to implement the Water

14 'Facilities Hook-Up Fee ("WI-IU-1"), to be recorded as Contributions in Aid of Construction

15 ("CIAC"), as a means of financing the White TaMes Plant. Decision No. 69914 approved the
Ii

I

16 Company's request to record post-in-service allowance for funds used during construction

17 l("AFUDC") on the excess of the construction cost of the White Tanks Plant over directly-related

hook-up fees collected through 2015!3 Decision No. 69914 also approved the Company's request18

19 for authority to defer post-in-service depreciation expense in excess of the associated amortization of

21

contributions, and directed the Company to propose, as part of the filing in this case, specific

accounting entries to meet that objective." Decision No. 69914 authorized the Company to exclude

22 from rate base the contribution balance of the WHU-1 fees.'5 The Company states that because of

213 the recent decline in new home construction, hook;-up fee forecasts have declined precipitously, and

I

'774./

24 the general assumption at the time of Decision No. 69914 that housing market growth would make

25 . . . ,
9 Revised Direct Testimony of Company witness Joseph E. Gross (Exp, A~l) at 3.
10 I d
" Staff Brief at 3 .
LL Decision No. 69914 at 3.
is Decision No. 69914 at 28-29.

i 14 Company Brief at 17.
is Decision No. 69914 at 29.28

I

26
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enough hook-up 'rises available to finance the White Tanks Plant construction was proven wrong.16

2 There are three disputed issues in this proceeding relating to the White Tanks Plant. While

3 two of those issues are not rate base issues, they will be addressed in this section, following

4 discussion of the Company's request to place a portion of the White Tanks Plant construction work in

5 progress ("CWIP") in rate base.

6 1. CWIP

7 CWIP is plant that is not completed and not providing service to ratepayers during the test

8 year. Arizona-American proposes to include in rate base $25 million of CWIP associated with the

9
I

While Tanks Plant, arguing that "[g]iven the current circumstances, including a portion of CWIP in I

The $25 million constitutes ro:.\ghly 40 s

I
ls

1 I

10 ll rate base is fair to customers and to Arizona-American."I7

ipercenl of the Companyls expected $62 million direct construction cost of the t`aci1ity.I*

-'\ I . . . . _ . . I
14 December 2008, the Company mad paid over $30 rnxlhon to the construction contractor tor the |

Through

18 pi ant. 19

No other party supports the Company's request to include the CWIP in rate base. CWIP is

l5

1 4  I

I , . . ` . I
generally not allowed in rate base because plant that is under construction is not used and useful in l

I

16
. . . . _)

provldlng servlce to customers during the test year.7' The inclusion of CWIP in rate base results in a

17 ratemaking mismatch, because the CWIP plant and its associated expenses are not related to the

18 Irevenues, expenses, and rate base for the test year.2 Staff argues that under well-established

1 9 ratemaking principles, inclusion of CWIP in rate base is the exception, not the rule.22 Staff contends

20 that while the Commission has the discretion to allow CWIP into rate base, there are no extraordinary

2] circumstances to justify it in this case and it is therefore inappropriate. One of the few instances in

23 l54247 (November 28, 1984) granted Arizona Public Service Company ("APS") a CWIP allowance of

24

which this Commission allowed inclusion of CWIP in rare base was in 1984, when Decision No. |

I
I

2 5

2 6 I

2 8

is Company Brief at 17.
" " ld. atoll .

§; Rebuttal Testimony of Company witness Joseph E. Gross (Exh. A-7) at 1.
ld.

to Staff Brief at 5.
I 21 [4.

Hz Staff Reply Brief at 2.
za Staff Brief at 5.

I

I

22

1
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1
I

'1/

approximately $200 million to due to extraordinary circumstances involving approximately $600

million of CWIP associated with construction of the Palo Verde Nuclear Generating Facility.24 Staff

'T
_D points out that the Commission was guided in that case by "the economic benefits to ratepayers from

4 further CWIP inclusion and the avoidance of 'rate shock` in the APS service ten*itory"25 that would

5 be experienced by customers if the entirety of the nuclear plant were placed in rate base at one time."

Staff asserts that this case does not raise the same concerns of "rate shock" that the

7 I Commission faced in the APS case, and has none of the attributes of APS case," Staff acknowledges |

the Company's testimony that it will suffer severe financial consequences absent the recognition of
I
I

I

10

l l the fact that Decision No. 69914 granted the Company's requests to put financial mechanisms in

lI

9 g CWIP, but contends that the Company has not demonstrated the existence of extraordinary

i urcumstau1ccs Rx this case to support inclusion of $29 mill on of CWIP in rate base Sta+T points to

12 place to alleviate financial distress that the Company may experience pending the inclusion of the

'1 I . . .
la completed plant in rate base in a subsequent rate proceeding." While Staff acknowledges the

14 I Company's assertion that hook-up fees will not be sufficient to pay off the estimated $62 million cost I

15 l of construction, Staff disagrees that this justifies burdening existing customers with the costs of plant I

16 | not yet in service." Staff contends that the accounting treatment accorded the Company in Decision

17 'I No. 69914 will.a1Iow it to remain whole during the construction process, and that the Company, not

18 the customers, should shoulder the risk of construction.3I

19
g

il RUCO is in agreement with Staff that the Company's reasons for requesting CWIP inclusion
1

|
|
I

I

21

20 I in rate base are not compelling, and also recommends that the Commission reject the request."

RUC() states that it is not unusual for a Company's financial condition to suffer during the course of

| building plant, and that while the construction costs of the White Tanks Plant are significant, they are.LL

23 normal expenditures necessary to provide service, and place the shareholders at no greater risk than

25

3
I

!
I
I
i26

I

24 24
ld.

25 Staff Reply Brief at 2, citing Decision No. 54247 at 19.
pa Staff Brief at 5, citing Decision No. 54247 at 19-20.

. 27 Staff Reply Brief at 3.
| Zs Direct Testimony of Staff witness Gerald Becker (S-7) at El.

29 Staff Brief at 6.
| so ld.
| Q ld.
" RICO Reply Brief at 1.

"1f

i
I
I
l
I= #

~,!

|
| '

I
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1 the costs associated with any other plant.33 RUCO argues that the requested CWIP allowance in rate

3
3 /

ratepayers. 4

base would unfairly shift the risk associated with growth from the Company's shareholders to its

I

4 As RUCO points out, the Company's shareholders will have an opportunity to earn a return

35
l

on their investment when the plant is placed in rate base. We agree with Staff and the Company
4

6 that the Company's Financial expenditure and recovery related to the White Tanks Plant was properly

7 addressed in Decision No. 69914, and the failure of collected WHU-1 fees to finance the plant does

8 not justify burdening customers with CWIP costs. There are no extraordinary circumstances that

9 would warrant such treatment. The White Tanks Plant costs will be considered for inclusion in rate
I

IU base when the plant is placed in service.
l
P

I

s

l
I
I

I
I2. ()&M Deferral Mechanism

{|
!

I
D¢cision No. 69914 authorized the Company lo tic in this case a proposed mechanism to

13 defer and subsequently recover O&M expenses for the White Tanks Plant until such expenses can be

14 placed in rate base. The Company proposed a surcharge mechanism in this case that would operate 136

9
I

l

in a manner similar to an Arsenic Cost Recovery Mechanism ("AcRm'=)." Under the Company's

16 I proposal, at the conclusion of an initial 12-month period, the Company would submit evidence of

17 actual O&M expense along with the other required schedules, and approximately ninety days later
I. . . . . 1

would receive authorlzatlon for a surcharge rate increase that would recover two tunes the actual 1

I19 deferred O&M expense, such that the surcharge would recover not only the deferred expenses but

18

20 . " ft
also current ongoing expenses." At the end of 12 months of collecting the O&M surcharge, the

21 surcharge would be reduced down to an amount representative of the actual ongoing expenses (based i
I

on the deferral period known expense), until completion of the Company's next rate case for the A

i

1

district, when the surcharge would cease, and O&M expenses would be recovered through normal

25

rates." After factoring in the savings the Company expects to experience from delivering treated
I

I
26

-7 l Revised Direct Testimony of Company witness Thomas M. Broderick (Exp. A-1 1) at 16-19.

28

33 ld.

ld. at 3.

as 14_ at z.

Je Decision No.69914 at 29.

as ld .

39 l d .
l
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1
1 i

l

I!
I

surface water in place of pumping and treating groundwater, the Company estimates dirt its net |

2 increase in O&M costs attributable to the White Tanks Plant will be $1.1 million annually, or

'W
_) approximately $91,167 per month.40 The Company contends that it will be very burdensome to carry

4 those costs without rate recovery for the nearly two-year timeframe necessary to begin ecovcring the

l

lg
c
_1

. 41expenses m rates. Staff and RUCO both recommend denial of the surcharge O8z.M deferral i

6 i mechanism as proposed in the application.42 RUC() argues that the White Tanks Plant construction

At the hearing, Mr..TcWnsley stated that as an aitemative to the Company's proposed deferral
ii
I

:
i.

7 does not constitute extraordinary circumstances such as those which led to the development of the

8 lAC RM to assist Arizona utilities in complying with new federal arsenic maximum contaminant level

9 1. ("MCL") mandates."

10

lmechanism, the Company requests authority to carry the O&M costs as a regulatory asset until the

-12 l Company's next Agua Fria Water district rate case, so that they can be appropriately dealt with,44 and

in its closing brief, the Company proposed an alternative to its surcharge mechanism proposal. The13
I
g

14

15

Company proposed O&M accounting order language drat would authorize it to defer expenses related ;

I
I

i

to the operation of the White Tanks Plant commencing with the in-service date through and until the

16 date of issuance of-a rate order including such expenses as recoverable operating expenses." RUCO

I Iacknowledges the magnitude of the White Tanks Plant O&M costs, and its benefit to ratepayers and z

18 I the environment once completed, and states that it therefore would not oppose deferral of actual I

19 incurred O&M expenses until the Company's next rate case, provided that the Company continues to

17

.90 operate the plant on its own.46
I

0

21

i

RUCK and Staff are correct that the White Tanks Plant O&M costs are not the type of costs

22 for which a surcharge mechanism is appropriate or reasonable. However, it is undisputed that the

23 O&M costs will be substantial, and we agree with RUCO that the treatment and delivery of the

24 I
l
I
!

26
i
I

27

28

40 Rebuttal Testimony of Company witness Paul G. Towsley (Exh. A-19) at 5-6; Rebuttal Testimony of Company
witness Bradley J. Cole (Exh. A-8) at 3-5 .
' Rebuttal Testimony of Company witness Paul G. Towsley (Exh. A-' 9) at 5-6.

42 RUCO Brief at 12-13, Staff Brief at 7.
43 Ruco Brief at 12.
44 ii at 415 424475
45 Company Brief at 24-25.
Eu RUCO Reply Brief at 7.

.
Ir
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I Company's CAP water allocation to displace groundwater mining will benefit the environment and I
ll

"9
4. ratepayers. Under the unique circumstances of this case, we find the Company's proposal to deter

3 actual White Tanks Plant O&M costs as a regulatory asset appropriate, and will allow it. The

4 accounting order language proposed by the Company is generally reasonable, and we will adopt it

5 with modification to clarify that the reasonableness of the deferred O&M expenses will be assessed in

6 the Company/'s next Agua Fria district rate tiling, and that the deferral shall be allowed only while
II

7 Arizona-American is the sole operator of the White Tanks Plant.

8 3. Hook-Up Fee Tariff Language Changes Related to the White Tanks Plant

9 Decision No. 69914 authorized the Company to file, as part of this rate case, a proposal to I

10 ii adj Llsl the hook-up fee tariff approved in that Dccision.47

I E ll proposed to separate the single hook-up fee into separate components, and to make the second

in prefilcd rebuttal testimony, the Company |

I
» 12 | component (the White Tanks portion) ineligible for offset credits." In preiiled rejoinder testimony,"

I
'the Company responded to questions regarding the proposed changes raised by Staff in its pre filed

14 surrebuttal testimony.5°  The Company states that its proposed bifurcation of the hook-up fee would

15 affect only the Company's cash flow from the hook-up fees, and would not increase the total

IN obligations of developers under the hook-up fees and with respect to contributed inf1'astructure.5 I In

17 its initial closing brief, Staff stated that it does not oppose the Company's proposed hook-up fee

18 treatment, but that it still questioned the need for developers to provide a water source in the form of

19 a new well." Staff opposed language in Section IV (D) of the Company's revised tariff proposal."

20

21

The Companv responded to Staffs stated concerns in its reply brief. The Company removed the |

language to which Staff objected, revised the definition of "Common Facilities," and provided a

22 revised Common Facilities Hook-Up Fee (Waler) Tariff Schedule for its Agua Fria district that |

23 included the responsive changes as Appendix A to its reply brief.54 The revised d-acument in

24

25

26

27 I

I
28

47 Decision No.69914 at 29.
is Rebuttal Testimony of Company witness Thomas M. Broderick (Exh. A-12) at 3 and Exhibit TMB-R2 (requested
revised tariff).
49 Rejoinder Testimony of Company witness Jan C. Crooks (Exh. A-6) at 2-9.
50 Surrebuttai Testimony of Staff witness Steven M. Olea (Exh. S-2) at 2-4.
s | Rejoinder Testimony of Company witness Ian C. Crooks (Exp. A-6) at 6-7.
so Staff Brief at 19-20.
as 14.
54 Companv Reply Brief at 7 and Appendix A.

I

16 DEc1s10n no. 71410
I

I



-ll

I!

DCJCKET NO. w-01303A-08-0227 ET AL.
ifa

l I Appendix A addresses the issue by making facilities that are not Common Facilities, but which

2 developers agree to construct, subject to refund Linder A.A.C. R14-2-406(D). The Common Facilities
I

'r
J Hook-Up Fee (Water) Tariff Schedule for the Company's Agua Fria district that appears as Appendix

4 |
I A to its reply brief is attached hereto and incorporated herein as Exhibit A. The tariff as set forth in

5 Exhibit A addresses the concerns identified by Staff and will be adopted. We will direct the

6 i Company to file a conforming copy of Exhibit A along with the filing of new rate schedules as

7 | ordered herein.

I
|I
I
I
l

8
4. Hook-Up Fee Tariff Accounting Changes Related to the White Tanks

Plant9

in Docket No. W-01308A-05-D718, the Company requested that it be allowed to defer post-
\
II

10 i!

H I in--service depreciation expense in excess of the associated amortization of WHU-1 fazes in order to I
I

I

I12 avoid depressing the Company's earnings and increase its revenue requirement, and that it be allowed

13

. . . . . . . . . -5 . .
to prlnpose, in thls proceeding, specific accounting entries to meet that ob]ect1ve.° Declslon No,

14 69914 approved the Company's request -to record post-in-service AFUDC and tn defer post-in-

15 | service depreciation expense, but did not specify the accounting entries needed to recover those

l
I
I

16
deferrals. In refiled direct testimony in this case, the Company proposed accounting procedures for

17 the post-in-service period by which the remaining completed costs of the White Tanks Plant, l
i18 including accumulated AFUDC, would continue to be offset by available incremental hook-up fees,

19 | as follows:

20 I
First, each month Arizona-American will amortize incremental (amount above

the original hook-up fee) WHU-1 fees in an accelerated amount, but not to exceed the

22
total post-in-service AFUDC accrued in that month. This will result in the recovery Of

an amount equivalent to post-in-sen/ice AFUDC each month and keep the deferred 11

24
accumulated balance of post-in-service AFUDC at zero.

25
Second, each month Arizona-American will also amortize in an accelerated

26
amount: remaining available incremental WHU-1 fees in an amount not to exceed the

'DO
monthly depreciation expense for the White Tanks Plant.

I

i
9
i

I
l

!

'7 . . 1 . . v - .
"S :5 Declsxon No. 69914 at 24, Fmdlngs at Pact No. 33.
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I
1 1

_'S Third, each month the remaining incremental WHU-1 funds, if any, will be
1

applied as a contribution to the White Tanks Plant. All such contributions shall reduce

's
J the White Tanks Plant in the next month for purposes of calculating post-in-sewice

4 I AFUDC, depreciation expense, and the White Tanks Plant balance.

< ml However, if the accumulated incremental WHU-1 funds in any month are

6 insufficient to cover the post-in-service AFUDC or allow its amortization to fully offset

II
I
I
!
I

7 I
8

White Tanks Plant's depreciation expense, Arizona-American will defer the

unrecovered post~in-service AFUDC and depreciation expense for recovery at a time
I
I.
I
I9 when hook-up fees arc sufficient or until it is included in rate base. This will be

accomplished by using the accumulated amours in account 271162 a' a lt>a1a1*~c1n..;a

1 E ..6account. w

I
10 .-,

ii
Q!

I

The Company states that its ro used accoumin treatment, b allowing the Company to

I

!
i
!i
5
!
|

13 recover post-in-service AFUDC as it is incurred, would permit the Company to recover its White

14 Tanks Plant cost of capital on an ongoing basis, and thereby avoid a reduction in earnings.
I

57 The 1

Company further states that its proposed accounting procedure would also benefit customers by

minimizing post-in-service AFUDC and deferred depreciation expense, which is ultimately paid for16
I

17 by customers." The Company provided a forecast of WHU-1 fee collections in Exhibit TMB-4,

I u . . I
attached to Revised Direct Testlmony of Company witness Thomas M. Broderick (Exh. A-11), and18

19 noted that in the forecast, the additional WHU-1 fees are inadequate to thud post~in-service AFUDC

20 and depreciation firm April 2010 through December 2019, and that the forecast shows the

I(
8

21 accumulated balance in account 271161 (as opposed to just the new amount collected each month) i

Iamortized over that period.

23 No party disputed that approval of the Company's proposed accounting entries is necessary in

| order to account for a portion of the accumulated WHU-l fees as an accelerated amortization of a
1
I
I

contribution in an amount equal to post-in-service AFUDC, or for the accelerated amortization of the

26
9

27
so Revised Direct Testimony of Company witness Thomas M. Broderick (Exh. A-i1) at 23-24.
57 14. at 23.
as 14 at 24.
59 ld. at 23 and Exhibit TmB-4.

I
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accumulated WHU-1 contributions in an amount equal to the deferred depreciation on the White

Tanks Plant.6 There was no evidence that the Companv's proposed treatment would be harmful to

'1
*4.1 ratepayers . While RUC() states on brief that it opposes the Company's proposed change of

accounting for treatment of the WHU-1 fees once the plant goes into service, the rationale it provided

Ii
5 was that "RUCO believes that the Company should adhere to the rest of the Commission's previous

| decision on this matter

7 deviation from Decision No. 69914.

6 Decision No. 69914."6' The Company is not, however, requesting a

Decision 69914 was silent on this issue, other than to indicate

8 that the Company had requested to be allowed to propose specific accounting procedures in this

in
I

\

The accounting entries proposed by the Company present a reasonable means, pending the

14 depreciation expense.

15 I the parties to address the necessity of continuing these accounting procedures in the Company's next
I

16 irate tiling for the Agua Fria Water district.

17 |

9 proceeding

ii) lg l

I 8 ii Cornpanyls next rate tiling for the Agua Fria Water district, of permitting the Company to recover its

12- x White Tanks Plant cost of capital on an ongoing basis, and thereby avoid a reduction in earnings, g

while providing a benefit to ratepayers by minimizing post-in-service AFUDC and deferred

We will approve the requested accounting procedures, and will also require i

i
i
Q
|
l

B. Post Test Year Plant in Dispute (Agua Fria Water, Mohave Water, and Mohave
Wastewater)

I!
I18

19 n
20 ! Water district, $610,732 in pro forma adjustments -in the Mohave Water district; and $3,932,080

21 'relating to the Wishing Well Wastewater Treatment Facility ("WWTP") in the Mohave Wastewater

district, all because the plant was not in service prior to the end of the test year. RUCO recommends I

Staff recommends exclusion of proposed plant in the amount of $2,046,765 in the Agua Fria

23 la downward adjustment of $2,138,020 to Mohave Wastewater's rate base, contending that this v

24 represents a portion of the WWTP that is not used and useful.

26 :

As Staff explains, Commission rules require the end of the test year, which is the one-year

L historical period used in determining rate base, operating income and rate of return, to be the most

i
8i

27 ll
so See Revised Direct Testimony of Company witness Thomas M. Broderick (Exh. A-I1) at 24.

28 Si Ruco Reply Brief at 7.

25

22

13

4

2

1

i
II
.ill

I
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I I

1 recent practical date available prior to the firing." A utility has the freedom to choose a test year that

2 I includes all major rate base and operating income items needed to support its rate application, and to

include pro forma adjustments to its chosen test year." Matching is a fundamental principle ofq
.J

4 accounting and ratemaking, and the absence of matching distorts the meaning of, and reduces the

5 usefulness of, operating income and rate of return for measuring the fairness and reasonableness of

6 rates,64 Staff contends that the matching principle is the reason that the Commission has allowed

7 inclusion of post test year plant in rate base only in special and unusual situations that warranted the

8 recognition of post test year plant.65 Staff states that it has traditionally recognized two scenarios in

9 which Staff believes recognition of post test year plant is appropriate: (1) when the magnitude of the I

10 '| investment relative to the utility 's total investment is such that not including the post test year plant in

~'*l the cos! of service would jeopardize the utility's financial health, and (2) when certain conditions11 I

i
|

12 = exist as follows: (a) the cost of the post test year plant is significant and substantial, Tb) the net

13 impact on .revenue and expenses for the post test year plant is known and insignificant or is revenue-.

14 neutral, and (c) the post test year plant is prudent and necessary for the provision of services and

15 reflects appropriate, efficient, effective, and timely decision-ma1dng.66

16 Agua Fria Water. Staff made two adjustments, totaling $2,046,'765, removing post lest year i

17
I
plant from this district's plant in service as set forth in the Company's application. Staffs proposed

18 | adjustments include: (1) removal of $1,647,404 from Account No. 330000, Distribution Reservoirs

19 and Standpipes, for a 2.2 million gallon ("MG") storage tank that Staff believes was completed and

20 placed in service in November zoos," and (2) removal of $399,361 Hom Account No. 331400, TD
I

21 Mains 18 inch and Grealené x The Company argues that this play, the 2.2 MG Sierra Montana

22 Reservoir, was placed in service as post test year plant on December 8, 2008, at a cost of $1.794,728,

I
I

25

26 1

1
27

24

I Hz Staff Brief at 9, citing A.A.C. Rl4-2-l03(A)(3)(p).
63 staff Brief at 9.
an Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 20.
65 Staff Brief at 9.
° 6 Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 20.

! 67 Direct Testimony of Staff witness Dorothy Hairs (Exp. S-3) Exhibit DMH-l at 13, Staff Final Schedules Agua Fria
GWB-4 and GWB-9B.
as Staff Final Schedules Agua Fria Gw1B-4 and GwB-913.
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1 and that it is therefore appropriate lo include the cost in rate base.69

The Company has not demonstrated special o r unusual circ umstances to justify inclusion of
.
I
I

'1
J these post test year plant additions, and Staffs proposed adjustments will be adopted.

4

l

5

Mohave Water. Staff made three adjustments, totaling $610,731, removing post test year |

plant from this district's plant in service. Staff' s proposed adjustments to plant in service include:

6 (1) removal of $490,772 from Account No. 330000, Distribution Reservoirs and Standpipes, (2)

7 removal of $59,875 from Account No. 331001, TD Mains Not Classified by Size; and (3) removal of
I

8 '$60,084 from Account No. 331300, TD Mains 10 inch to 16 inch.7°  Staffs Engineering witness's

9 | retiled testimony stated that a 0.25 MG storage tank (also called Big Bend Acres Tank) that the |

10 | Company requested be included in rate base was not complete and not in service at the time of Staff' s

l 1 .1 site inspection, but that the Arizona Department of Environmental Quality ("ADEQ") issued a Partial 1
II

12 | Engineer's Certificate of Completion for this project on November 26, 2008." The Company made

13 'z an adjustment in rebuttal testimony increasing the estimated cost for this project to actual cost of

14 . $643,127.72 The Company argues that it is appropriate to include the plant costs in rate base because

I
l
II

1<.
. . . . . , . . 73

the plant w111 oh in servlce on and after the date rates go into effect in this case.

16 `

17 | these post test year plant additions. Staffs proposed adjustments will be adopted.

18

The Company has not demonstrated special or unusual circumstances to justify inclusion of

19

Mohave Wastewater. RUCO recommended that $2,138,020, or 50 percent of the Company' s

| proposed $4,276,039 for the WWTP, be excluded from rate base until such time that the Commission

20 determines it is used and usefu1.74 Staff proposed three adjustments associated with theWWTP,
I

(1)totaling $3,932,080, to this district's plant in service. Staffs proposed adjustments include:

22 removal of $765,906 from Account No. 354500, WW Structures & Improvements General, (2)

28 removal of $813,581 from Account No. 371 100, WW Pumping Equipment Electric, and (3)

24 - -. 4-
I 69 Company Reply Brief at 4, citing Rebuttal 'Testimony of Company witness Joseph E. Gross (Exh. A-2) at 5. According

25
|
I

T i

28

I
=

to the Rebuttal Testimony of Company witness Linda J. Gutowski (Exh. A-26) at 1-2, the $2,046,765 cost originally :
requested by the Company was based on engineering estimates, and the Company reduced it by $252,470 it in its rebuttal

i

r
I

i

schedules.
10 StaffFinai Schedules Mohave Water GWB-4 and GWB-9.

Direct Testimony of Staff witness Dorothy Hains (Exh. S-3) Exhibit DMH-3 at in.
1: Rebuttal Testimony of Company witness Linda J. Gutowski (Exh. A-26) at 3, 5.
73 Company Reply Brief at 4.
74 RUCO Final Schedule Mohave Wastewater RLM-4; RUCO Reply Brief at 5-6.
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l I removing $2,352,593 from Account No. 380000, TD Equipment." Staffs Engineering witness

2 stated that the Company began an expansion project in 2007, that the 250,000 gallons per day I

| ("GPD") plant was incapable of properly treating wastewater How, the Company expanded the

4 treatment capacity to 500,000 GPD, and the plant was placed in service in the summer of 2008.76 i

5 Staff recommends a disallowance of $3,932,808 related to the WWTP, because the work that was |

6 I brought into service in the summer of 2008 after the test year included not only system improvements i

8

. 7 . . . - 78
7 but expansion, 7 whlch Staff behaves suggests the work was needed to service future customers.

8 Staff maintains that its treatment of the WWTP as post test year plant is appropriate, and that the

Company's responsibility to meet planning requirements established by ADEQ are not controlling on

KT . 79. the issue.

I I The Company maintains that based on bona tide developer requests for service and a five-

I
F
I
I5
E12 year planning horizon for evaluating the need br new capacity, the plant expansion was prudent, and

13 that RUCO's disallowance for "so-called excess capacity" is therefore inappropriate o Further, the E

14 Company argues that if some excess capacity disallowance were found to be appropriate, the

16 i expansion, or $1.4 mil1ion.8 I

15 disallowance should be based only on the amount of construction costs associated with the capacity i

E
18 year plant should be allowed in rate base if plant costs are verified, construction was prudent, and the l

17 In response to Staff s recommendation for exclusion, the Company argues that the post test

19 plant is used and usefulsz The Company also contends that the post test year plant should be allowed |

20 in rate base because it improved reliability, and that without the rehabilitation/expansion work, Me 1

WWTP could not continue to meet the standards of its Aquifer Protection Permits;

The Company's expansion of the WWTP, which included replacement of degraded

I
!
I
I

24

2 5 . . . . .
Staff Brief at 9 clog Rebuttal Testlmony of Company witness Joseph E, Uross (Exp. A-9) at 12; Tr. at 139.

26

i
!
I

I
I

28

15 Staff Final Schedules Mohave Wastewater GWB-4 and GWB-9.
ii Direct Testimony of Staff witness Dorothy I-lains (Exh. S-3) Exhibit DMH-7 at 7.

vs Staff Brief at 9.
79 Staff Reply Brief at 9.
no Company Brief at 32.
so Id, citing Rebuttal Testimony of Company witness Joseph E. Gross (Exh. A-2) at 15.
so Company' Brief at 29.
as 14 at 30.

27

22
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1 . . . 8
4 components and rehabllltatlon, 4 . S

was completed outslde the test yea1..8` As Staff argues, while the

Company must adhere to the standards established by ADEQ with regard to the appropriate planning

q
J horizon, the Company also controls its selection of a test year, and there is nothing to preclude the

4 'Company from filing a rate case to include the WwTp."" There is merit to all the arguments

concerning the WWTP. It is true that it required rehabilitation to provide continuous, reliable, safe

6 service to the Company's customers. It is also true that the rehabilitation and expansion of the plant

vverecompleted after the test year ended. There is no dispute that the costs of the rehabilitation and

associated capacity expansion were large, and that they would dramatically increase rates that

OJ It is further true thatwere allowed to recover all of those costs in a single rate case.

the Company's recovery of prudent expenses will cause even larger rate increases in the i
I

lcofnpany
I . .10 defemng

l E ii Iiature.

i!
Ther&t'ore, to mitigate the potential for future rate shock and to account for the Raul than the

12
i

rehabilitation is already benefiting current customers, Ir appropriate at this time to include only the

15 P case. The Company shall not 51e a permanent rate application prior to January 1, 2011, for the

I

13 | $2.138 million cost of the WWTP rehabilitation in rate base in accordance with RUCO's testimony.

14 The prudence and recovery of the remaining cost of the WWTP can be considered in a future rate

16 Mohave Wastewater District.

17 c. Paradise Valley Water Well No. 12 (Paradise Valley Water) I

18 RUCO recommends that Well No. 12, for which the Company never received proper permits

19 to begin construction, be removed from the Paradise Valley Water district's rate base.87

20 I Company and Staff accepted this adjustment.88 The $1,175,027 reduction to plant in service for the

l
I The

2. Paradise Valley Water district will be adopted.

22 D. Plant Retirement (Paradise Valley Water, Sun City Water) I

|
|I v

'14
L_) RUCO recommends an adjustment to correct (1) a $70,000 plant retirement from Paradise

24
Valley Water that was erroneously booked to Sun City West Water, and (2) $6,672 of retirements

25

26

27

so Revised Direct Testimony oil Company witness Joseph E. Gross (Exh. A-1) at 13, Rebuttal Testimony of Company
witness Joseph E. Gross (Exh. A-2) at I l, Tr. at 139.
as Direct Testimony of Staff witness Dorothy Hains (Exh. S-3) Exhibit DMH-7 at 7.
Se See Staff Reply Brief at 4, citing to Tr. 428.
in Surrebuttal Testimony of RUCO witness Timothy J. Coley (Exh. R-10) at 14.

II
!I
II
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from Sun City West Water that should have been booked to Sun City (which is not included in divs

DOCKET NO. W-01803A-08-0227 ET AL.

1
I

2 proceeding). The Company and Staff accepted RUCOls adjustments correcting the booking en'ors to

3 these districts,89 and they will be adopted.

4 E. Miscellaneous Utility Plant in Service (Agua Fria Water, Sun City West Water)

5
RUCO recommends an adjustment moving utility plant in service in the amount of $18,581

6
from Sun City West Water, where it was improperly booked, to Agua Fria Water.

'7
The

8

. . . . , . , 9 -
recommendation includes an accompanying adjustment of $2,373 to accumulated depreclatxon. 1 On

I()

M brief. the Company accepted this adjustment.92 RUCO's adj ustments correcting the booking errors to

II these districts will be adopted.
I

1 1 F. CIAC Amortization Balance (Agua Fria Water, Mohave Water) I

The Company corrected an accounting entry by which a reduction to CIAC was erroneously I

I|
_ I

13 )
I

I corresponding entries to the accumulated amortization balances for those districts.94 The adjustments
15 I

141

booked to Mohave Water instead of Agua Fria Water.93 RUCO recommends adjustments to make |

increase Agua Fria's CIAC balance by $28,016 and decrease Mohave Water's CIAC balance by E
16

17 $27,517. On brief, the Company accepted this adjustment.95 RUCOls adjustments correcting the

18 booking errors to these districts will be adopted.

19 G.. Missing Plant Documentation (Agua Fria Water, Mohave Water, Mohave
Wastewater) J

I
21

Due to the Company's failure to provide adequate supporting documentation, Staff

recommended disallowance of test year plant in the Agua Fria Water district in the amount of !

$1,189,832, in the Mohave Water district in the amount of $518,976, and in the Mohave Wastewater
1 .4&~

I

24

I
25

l

27

28

as Company Reply Brief at 8, Staff Final Schedule GWB-9A reduces plant in service by a total of$l,l75,027.
89 Company Reply Brief at 8, Staff'Final Schedules Sun City West GWB-5.
90 Surrebuttal Testimony of RUCO witness Timothy J. Coley (Exh. R-10) at 15.
91 ld.
Hz Company Reply Brief at 8.

1 9: Surrebuttal Testimony of RUCO witness Timothy J. Coley (Exh. R-l0) at 15.
'44 cl.
95 Company Reply Brief at 8.
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1 I, district in the amount of $306_362."*

3
4 . Regarding Staffs proposed Agua Fria district disallowance of $1,189,832, the Company

"1
J asserts that the proposed costs are based on engineering estimates, and that although the developer

4 claims to have submitted the final invoices, the Company does not believe it has received them, and I

5 is steel] asking for another copy.97 The Company believes this estimated amount for the Rancho

6 Cabrillo Subdivision on-site costs of $1 ,189,832 should be included in rate base nonetheless.98

7 | Regarding Staff's proposed Mohave Water district disallowance of §B518,976, the Company

8

10

i I

is
l
|
I

12

13 | because it includes services and hydrants, 8 well as the main Staff audited. 100

14

argues that there was no determination that the projects were not used and useful, the projects were 1

! built in accordance with other Commission-approved line extension agreements, and that the costs 1

should therefore be included in rate base using detailed engineering estimated costs 99 The Company g

Ii attached to rebuttal testimony two invoices labeled Mira Monte Classic and Mira Monte Vista dated

. October 80, 2008, totaling $134,099, which the Company states is more than the costs Staff audited,

1
Regarding the Mohave Wastewater district disallowance recommended by Staff, the

15 Company asserts that one portion of this plant is owned by the Company, used and useful, is serving

16 customers, and that the Company has credible engineering estimates.0l |

17 the other portion is used and useful and the property on which it is located is developed. The l

The Company asserts that

18 Company argues that the plant should be included in rate base because it is in service, even if all the

19 final invoices have not been collected. 103

20 I Staff contends that its recommendation in this case is consistent with Staffs recommendation

2 l in other dockets where the utility lacked documentation to support test year pIant.104 Staff notes that

22 Decision No. 70627 (November 19, 2008) adopted Staffs recommendation to remove claimed plant
E
!
I

73

24

I

!
i

I

I

I
I

25

i

1
1
1

27

96 Staff Brief at 12.
=>7 Rebuttal Testimony of.Company witness Linda J. Gutowski (Exp. A-76) at i-2.
98 Company Brief at 33,
99 Rebuttal Testimony of Company witness Linda J. Gutowski (Exp. A-26) at 4.
100 ld at 4 Exhibit LJG-Ri.
lai /cl at 7-8.
Luz /4 at 8.
108 ld.
'° * Staff Brief at in.

1
i

4
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1 additions that Staff could not ve1.ify.I05

') The Company included all the plant discussed above in its plant in service balances in its

3 application despite the fact that it could make no supporting documentation for the plant available to

4 the parties for audit. The Company claims that plant which lacks supporting documentation should

5 be included in rate base, simply because the Company has engineering estimates for it, the plant is

6 "providing service," and no party has demonstrated that it is not used and useful, and that its

7 disallowance would be inappropriate.106 The Company contends that it would be punitive to exclude

|

I

8 | the estimated, unsupported costs. We strongly disagree. Because the Company could not make I

9 1 invoices available for audit when the rate case was filed, the requested plant costs could not be i

IU ! verified. They are not known and measurable costs. It is the Company, and not the other parties to |

l l I this case, who bears the burden of demonstrating that plant is used and useful, and that the i

The exclusion of I

l

12 Compa nyls  r eques t ed r a t es  a r e ba sed on known a nd mea sur a b le cos t s .

13 ' undocumented plant costs in this case does not prevent the Company from submitting proper i

15 I Staffs proposed adjustments are reasonable and will be adopted.

16

14 documentation evidencing the actual costs paid for the plant for audit in a future rate proceeding.

H. AIAC and CIAC in CWIP

17

18 I with CWIP and not yet in rate base should not be deducted from rate base, because there is no

19 offsetting plant in rate base.I07

i
I

The Company contends that Advances in Aid of Construction ("AIAC") and CIAC associated

The balances in dispute total $3,942,844 in CIAC and $312,175 in !

20 AIAC. The Company states that when the plant moves into Utility Plant in Service, then it is I108

21

22 is improper to do so before that time.l° 9 Staff states that the CIAC and AIAC funds that the

appropriate to deduct the associated AIAC and CIAC when calculating rate base, but contends that it \

i
I

23 Company asserts are in CWIP should be reflected in the CIAC and AIAC balances used to calculate

I

I

27

105 ld.

lots Company Brief at 32, citing Rebuttal Testimony of Company witness Linda J. Gutowski (Exh. A-26) at 4.
2 6 107 Company Brief at 33; Rejoinder Testimony of Company witness Linda J. Gutowski (Exh. A-27) at 7-8. i

- :as ld. at 7. By district, the disputed amounts are as follows for ClAC: Agua Fria Water, $3,432,286, Havasu Water, i .
$l0,845, Mohave Water, $94,452, Paradise Valley Water, $322,588, Sun City West Water, 8l7_3 l8; and Mohave i
Wastewater, $65,395. The AIAC amounts in dispute are as follows: Mohave Water, $29l,909, and Tubae Water,
$20,266.
in Rejoinder Testimony of Company witness Linda J. Gutowski (Exh. A-27) at 7.28
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1

2

and properly reflect a reduction to rate base, regardless of the form of the CIAC or AIAC or how it is l

used.H°  Staff argues that reducing rate base by CIAC and AIAC preserves the ratemaking balance
I

"1
J and removes the possibility of the Company earning an excess. I 11 RUCO and Staff contend that it is

4 the Company's choice whether to accept plant or funds from developers, and that if the Company

5 chooses to accept plant, then the Company is not expending funds for the plant and thus has funds for

I 2
6 other uses. 1 The Company disagrees, arguing that the fact that developers build and contribute 1

I

7 plant does not make any funds available to the Company to build other cnmpanents of plant.l\3

8 RUC() and Staff both argue that regardless of how the Company accepts AIAC or CIAC, whether in

»

5

9 plant or in funds, the ratemaking treatment should not change.H4 Staff and RUCO assert that the

10 Company's position is contrary to traditional rate raking practices and contrary to the National I

ll in Association of Regulatory Commissioners ("NARU("`) definition of CIAC, which does

I

not

vs
I 1_x iI

'Idistinguish between CIAC associated with CWIP and CIAC associated with plant in service' is

The Company argues that the Commission has accepted adj ustments excluding CWIP-related

14 | CIAC in the past,' la but in a case cited by the Company, the issue was not contested or discussed. As |

15 I-Staff states, the issue of customer-supplied advances associated with CWIP was raised most recently

I'

I
I

16 | in Docket No. G-04204A-06-0463 et al., and was discussed in Decision No. 70011 in that d<» ¢1<et.' 17

17 | We agree with RUCO and Staff that the Company's choice whether to accept plant or funds from |

18 developers is irrelevant, and does not change the nature of AIAC or CIAC. The evidence in. this case

19

20

21

I

!

1
I
!
I

I

26

27

28

ill Surrebuttal Testimony of Staff witness Gerald Becker (Exh. S-8) at IO.
iii Staff Brief at ll.
ii: RUCO Reply Brief at 4-5, Staff Brief at l l.
113 Company Brief at 33.
*" Staff Brief at 1 I. Ruco Reply Brief at 4-5.
l1=. RUCO Reply Brief at 4, Staff' Brief at I 1, citing to the NARUC Uniform System of Accounts as follows:

27 l. Contributions in Aid of Consuuction
A. This account shall include:

l. Any amount or item of money, services of' property received by' a utility
from any person or govemmenta! agency, any portion of which is provided at no
cost to the utility, which represents an addition or transfer to the capital of the
utility, and which is utilized to offset the acquisition, improvement to offset the
utility's property, facilities or equipment used to provide utility services to the
public. l

its Company Brief at 34, citing Decision No. 68302 (November 14, 2005), Docket No. W-01445A-04-0650, Rejoinder I
Testimony of Company witness Linda J. Gutowski (Exh. A-27) at 8, citing schedules from a Staff witness's testimony in I
that docket.
H7 See Decision No. 70011 at 8-10.
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1

2

's
J

does not persuade us to depart from the traditional ratemaking treatment of deducting AIAC and

CIAC firm rate base. The adjustments recommended by RUCO and Staff will be adopted.

1. Arsenic Treatment Facilities (Agua Fria, Havasu, and Sun City West Water
districts)

I
I

4

5
To meet the new federal arsenic standard, the Company constructed and installed arsenic

6 treatment facilities in its Agua Fria Water, Havasu Water, Paradise Valley Water, and Sun City West

7 Water districts.l is Staff is recommending that a portion of the costs of the arsenic treatment facilities

8 installed by the Company in its Agua Fria Water, Havasu Water, and Sun City West Water districts

9

10 z
I

1
I

be disallowed from plant in service due to overcapacity.

Based on the analysis of Stall's Engineering witness, br the Agua Fria Arsenic Treatment 1

Plant No. 5, Staff recommends disallowance of $126,382 of the Company's cost of the facility I

(Staffs estimated cost difference between three ll font diameter vessels and the four it foot I
12

13
diameter vessels installed by the Company), for Havasu Arsenic Treatment Plant, Staff recommends

14

. I
chsallowance of $34,266 of the Company's $286,960 cost of the facility (Staffs estimated cost ]

15 difference between two 11 foot diameter vessels and the two 14 foot diameter vessels installed by the
I .

16 Company), and for Sun City West Arsenic Treatment Plant No. 2, Staff recommends disallowance of

17
$92,080 of the Company's $575,380 cost of the facility (Staffs estimated difference between four 1 I

i
t
I

18 foot diameter vessels and the four 1:2 foot diameter vessels installed by the Company). 1 19

The Company contends that Staffs claims concerning the overcapacity of the installed

70 arsenic treatment vessels are without rnerit.I20 The Company's witness Joseph E. Gross testified that

19 !
I

21 the Company designed its iron-oxide based arsenic series mode

instead of a parallel configuration, which allows for greater maximum flow rates and reduced empty I

23 bed minimum contact time.12l

treatment systems to operate in

For a system operating in parallel configuration, which Staff used in |
I

24 its analysis of the facilities, the literature recommends minimum empty bed contact time of no less

25 than five minutes and maximum flow rates of not greater than five gallons per minute per square foot

26

27

28

118 See Decision No. 68310 (November 14, 2005), Decision No. 68858 (July 28, 2006).
119 Surrebuttal Testimony of Staff witness Dorothy Hains (Exh. S-4) at 3-5.
120 Company Brief at 35.

Tr. at 150-54: See_Exhs. A-3. A-4, and A-5.
i
I

F
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H ("rpm/sq t`t") of media Operating in the series, or lead/lag mode instead of parallel mode, the

[and the facilities were designed to satisfy these standards. The Company's witness testified that

4

1T1ax1mum How rates improve to eight rpm/sq fr and mmxmum contact tune decreases to 2,5 minutes. i
I
1

123 i

the net results of the series How configuration is an increase 111 the medla's absorption capablhty of

» . . . . . . . 124
5 ;! 15 to 50 percent, whlch increase translates into a proportional reductlon in operating costs.

Staff disagrees with the Company, and argues instead that the alternative vessel

7 configurations as described in Staff Engineering witness's prefiied surrebuttal testimony would be

8 mere than adequate to properly treat the output from the associated wel1s.l25 Whi le we do not

disagree that the configurations described by Staff would be adequate. 1

10 Q' presented credible evidence to support its contention that ll made 11s choice of installation of water |

l l I treatment facilities with the goal of achieving the minimum like cycle cost possible, through I

|

9 we Had that the Company

extending the life of the media used in the arsenic removal vessels.'2°  The facilities were designed in

a configuration recommended by federal guidelines and the manufacturer et the equipment.l27 Based
I

I
I

OH the evidence presented at the hearing, we find that the adjustments recommended by Staff art: not t

necessary, and will not adopt them

Accumulated Depreciation (all districts)

RUCO disagrees with the Company's use of an end of the month accumulated depreciation
II

18 methodology,  which the Company s ta tes  that i t  has  employed s ince January 2003928 RUCO

. . . . . 29
19 recommends that the Company instead use a m1d-month depreciation convent1on.1 RUQQI

20 recommends adjusting the accumulated depreciation balances for all the districts in this case, because 1

2] | RUC() employs a mid-month depreciation convention and applies the last authorized depreciation

Of] i22 rate in calculating RUCO's recommended accumulated depreciation levels for each district.l30

brief, RUCO states that it is "less concerned with the methodology used and more concerned with the

Exh. A-4 and A-5
Company Brief at 35, citing to Exh. A-3
Tr. at 152
Staff Brief at 9, Surrebuttal Testimony of Staff witness Dorothy Hains (Exp. S-4) at 3-5
S'ee Tr. at I27-I37. 151-154; Eths. A-3. A-4. and A-5.
Tr. at 127_I37. 151-1541 Exhs. A-3 and A-4
RUCO Brief at 4
Id at RUCO Reply Brief at 4
Direct Testimony of RUCO witness Timothy J. Coley (Exh. R-9) at 9.

1
i
!

8
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22 Mme between provlslon of services and the recelpt of payment for those servlces. Eu

21

23

20

24

25

26

l 1 adjustments improperly substitute a fictional depreciation expense.l36 We agree, and will theretbre

IU mid-year, yield the same total depreciation expense.135 The Company believes than RUCO's
l

17

19

18

14

4 contravention of GAAP, because during the test year used in the rate proceeding that led to Decision
I

5 No. 67093 (June 30, 2004), the Company used a mid-mond1 convention.

2

fs
J

"II

6

9

I; in thls case is based on the actual depreclatlon expenses booked and approved by its auditors using a

8

ll
I
I

I
I
I

!
not adopt RUCO's proposal to substitute a mid-month convention for the acceptable end of month i

I
l

In preparing its cash working capital requirement for this case, the Company performed a |

lead/'lag study.l37 A utility must have cash on hand to finance cost of service in the time period I
I

between when service is rendered and associated revenues are collected, and the cash working capital |

component of a utility's worldng capital allowance measures the amount of investor-supplied capital I

l

methodology as well as the Company's methodology 'as long as it is applied consistently.

ratemaking principle.

RUCO claims that the Company's application of the end of month convention is inconsistent, in

Over the life of an asset, use of all three GAAP accepted conventions, mid-month, end of month, or

methodology allowed for by GAAP and which complies with all Sarbanes-Oxley requirements.l34

convention booked by the Company.

cash working capital requirernent.139 Revenue lag days are determined by measuring the amount of

attributable to individual revenue and expense items, and is the most accurate way to measure the

necessary for a utility to meet this need.138 A lead/lag study measures the actual lead and lag days

The Company changed to the end of month convention as of January 2003933 Its application

K. Cash.Working Capital (all districts)

Generally Accepted Accounting Principles ("GAAP") recognize RUCO's

DOCKET NO. W-01303A-08-0727 ET AL,

132

>-»=l31

The

I
I

i
!2

I

I1

.m

27

28

| RUCO Brief at 5, citingIntermediate Accounting,p, 559, D. Keso, J. Weygandt, T. Warfield, John Wiley &4. Sons,
Inc., 2001.

L RUCO Brief at 5, citing Surrebuttal Testimony of RUCO witness Timothy J. Coley (Exh. R-10) at ll.
133 Rebuttal Testimony of Company witness Linda J. Gutowski (Exh. A-26) at 9.
134ld.
135 ld.
136 ld.
1;=7 Revised Direct 'Testimony of Company witness Sheryl L. Hubbard (Exh. A-28) at 5-6, Company Schedule B-6.
is Revised Direct Testimony of Company witness Sheryl L. Hubbard (Exh. A-28) at 5.
139 Direct Testimony of RUCO witness Timothy J. Coley (Exh. R-9) at 21 .
lo Revised Direct Testimony of Company witness Sheryl L. Hubbard (Exh. A-28) at 5.
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District Agua Fria
Water

Havasu
Water

MohaveWater \ Paradise

Valley
Water

Sun City
West Water

TL1bac

Water

Mohave
Wastewater

Company $12,206 $53,338 $ I 87,330 841.544 $85,384 $21,683 (83,423 I )
RUCO ($236,355)

$129,242
$10,348
$25,320

$67,444 ($I48,538)
$42,810

(S7, 196) $19,310 ($4,689)
$38,413 $1 9,685 87,641$181,849

--llllllllll ll l

UQ( KI I N() W 0] #CA 08 0727 1~ I AII
11
I!

I P measurement of time

i referred to as expense lag days,

between the incurrence of expenses and the payment of those obligations are

and they offset the revenue lag.141

RUCO and the Company d isagree on two issues re la ted to  the Company 's  lead/ lag s tudy. l42

4 RUC() disagrees with the inclusion of non-cash expense items in the Company's original lead/lag

for which the Company did expend cash to pay for, but which will I5 study, because they are i tems

require no future cash outIays.I43 RUCO notes that the Company excluded all non-cash expense

7  I  i t e ms  f r o m  i t s  r e v i s e d  c a l c u l a t i o n s  p r o v i d e d  i n  r e b u t t a l  t e s t i mo n y ,  b u t  s t i l l  d i s a g r e e s  w i t h  t h e

Company's inclusion of an allocated amount of regulatory expense. 1448

9 RUCO a lso  a r gues  tha t  i t  i s  inco r r ec t  to  use  365  days  to  ca lcu la te  ave r age  da i ly  r evenue ,!
I

I D because the Company is not open for business and  co l lec t ing  r ece ivab les  o r  pay ing  payab les  on
I
!ii

ll - |  ' l la:I 1 'g weekends and holidays. and advocates the use of 254 days to calculate the average many revenue. 1

I; Ru . . \ , .
12 Q the Company states that water consumption by the C.ompany's customers occurs on a cally basls and

|
I

I

the associated average daily revenue should be calcu lated us ing a full year, of 365 days, and that
I

14 i both average daily revenues and average accounts receivable balances should be computed on I

15 comparable basis of 365 daily balances, which is the public utility industry standard.146 The

1 6 Company explains that by using the accounts receivable balance on Friday for the following Saturday

and Sunday balances (and Monday bank holidays where applicable), a 365 day average can be

1 8 computed, which is what the Company did in calculating the cash working capital component of

19 working capita l presented in the Company's re jo inder  testimony. 147

20 The cash working capital component of working capita} by district proposed by the parties is

21 as follows:

I
23

24 Lsmff

2 7

2 8
146
l 4T

141 ld.

142 Ruck Brief at 9.
143 Direct Testimony of RUCO witness Timothy J. Coley (Exp. R-9) at 19.
"84 Surrebuttal Testimony of RUCO witness Timothy J. Coley (Exp. R-i0) at 22.
145 pico Brief at 9-10.

Rejoinder Testimony of Company witness Sheryl L. Hubbard (Exh. A-30) at 3.
Id at 3-4.
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1 Across the seven districts, the Company recommends total cash working capital of $398,004,

2 Staff recommends $444,960, and RUCO recommends ($299,676).

'w
_>

I
While we agree with RUCO that the Company should have excluded regulatory expense from

4 its cash working capital calculations, we disagree with RUCO's arguments that the Company's use of

5 365 days to calculate average daily revenue, and the associated accounts receivable balances is

6 "e:xcessive.
,Q

The use of 365 days is acceptable, because the Company provides services to its

*I
I customers 365 days per year. The fact drat the Company is not open for business and collecting

8 receivables or paying payables on weekends or holidays is irrelevant to due Company's calculation of

9- average daily revenue associated with services provided 365 days per year. RUCO did not delineate

10 the amount of the difference between the Company's calculations and RUCO's calculations |

ll 'attributable to the Company's inclusion of an allocation of regulatory expense in its calculation. in
!

12 future cases, we will not accept cash working capital calculations that include non~cash items.

13 However, of the cash working capital proposals presented in this case, we find that the Company'

14 are the more reasonable, and will adopt them.

L. Amortization of Imputed Regulatory Advances and Contributions (all districts
except Paradise Valley Water)16

17
Decision No. 63584 (April 24, 2001) approved a settlement agreement regarding the sale of

18 assets to Arizona-American from Citizens Utilities. The sale involved all the districts in this

19

20

21

22

24

proceeding with the exception of Paradise Valley Water. The settlement agreement called for the

unrecovered balance of imputed regulatory AIAC and imputed regulatory CIAC to be amortized over |

6 1/2 years and 10 years, respectively, beginning January 15, 2002.148 The Company proposed in this

application that the amortizations of regulatory AIAC from January l, 2008 through July' 14, 2008 be

recognized in this case instead of in the next rate filings for these dist1'icts.l49 The Company's request

is based on: (1) the fact that the imputed regulatory AIAC will have been fully amortized at least a

25 . . . . ,
year prlor to the time new rates go into effect, and (2) that for reasons beyond the Company s control,

26 _ _ _ . . . , _ ..
If in particular the three-year moratorium on rate cases purposed as a condltlon of RWE s acqulsltlon of

27

14a Decision No. 63584.
149 Revised Direct Testimony of Company witness Thomas M. Broderick (Exh. A-i I) at 8-9.
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District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun city
West Water

Tubac
Water

Mohave
Wastewater

OCRB/FVRB $61,830,329 $3,996,771 $9,229,667 $37,075,690 338,365,090 $1,437,084 $698,120

I

I
I

DOCKhFNO W 01 0 _,A 08 0'1"7 EfAL

. Arizona-American's parent company, recovery of the amortizations has been delayed past the times

2 contemplated by the settlement agreement approved by Decision No. 63584.'50 Staff opposed the

1
I

I

3 request and contends that the amortization of the imputed regulatory AIAC should coincide with the

4 end of the test year.151 RUCO believes that the Company's request should be granted, because the

5 amortization of the imputed regulatory AIAC a known and measurable post test year event and the

6 imputed AIAC has been fully amortized since July 14, 2008.152 No party disagrees that the amounts I
I

7 a re known and measurable. By the time new rates approved in this proceeding 8<~ into effect, the

8 imputed regulatory AIAC will have been fully amortized for nearly I 1/2 years. We agree with

9 | RICO that ii is reasonable to allow the amortizations to be included in rates in this case, and will 1

10 allow it. i

I 1 M. Fair Value Rate Base Summary
|I
i

I

12 '[`heCornpany did not prepare schedules showing the elements of Reconstruction Cost New

18 Rate Base ("RCND") for the districts.'53 Instead, the Company requested that the Original Cost Rate

14 Base ("OCRB") be treated as its Fair Value Rate Base ("FVRB") for the districts.I54 Based on the

i
lI

15 discussion of rate base issues set forth above, we find the FVRB for each of the districts to be as

16 follows:

17

18

1 9 IV. OPERATING INCOME ISSUES
A. Annualization of ACRM Step 2 Increase (Havasu Water, Paradise Valley Water

and Sun City West Water)
I

2 I The Company and RUCO's adjusted test year revenues have been increased to include

22 I annualized revenues from the ACRM Step 2 increases for Havasu Water, $l50,935, Paradise Valley
I
i

I.
23 Water, $371,853, and Sun City West Water, $155,835. Staff's proposed adjusted test year revenues

. . . . , I
24 do not lnolude these annualized revenues. The Company points out that fallure to delude the |155

2 7 I
K

2 8

150 Rebuttal Testimony of Company witness Thomas M. Broderick (Exh. A-12) at 10-11.
151 staff Brief at 10.
152 Direct Testimony ofnuco witness William A. Rigsby (Exh. R_I2) at 10.
go; Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 10.

[dl
is StafflFinal Schedules GwB-1 .
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District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun City
West Water

Tubac
Water

Mohave
Wastewater

Adjusted test
year revenues $18,818,613 $1,177,522 $5,113,63 l $8,220,586 $5,857,266 $426,900 $796,161

District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun City
West Water

Tubac
Water

MohaVe
Wastewater

Labor expense
adjustment ($37,665) ($2,259) ($12,768) ($12,536) ($l3,568) ($l,183) ($1,678)

District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun City
West
Water

Tubac
Water

Mohave
Wastewater

Waste disposal
expense adjustment $870 $52 $295 $290 $313 $27 $39

DOCKET NO. W-01303A-08-0227 ET AL.

1

2

3

ACRM Step 2 increases in adjusted test year revenues would result in an overstatement of the

necessary revenue increase for those districts.l56 We agree, and will include them in adjusted test

year revenues. Adjusted test year revenues for the districts are adopted as follows:

4

5

6
B. Labor Expense (all districts)

7

8

9

RUCO proposed, and the Company and Staff accepted,l57 a labor expense adjustment in the

amount of $163,092 to conform to the Company's revised level of test  year  labor costs. l58 The

Company provided the effect on all the districts through the 4-factor allocation methodology used to
10

11
a lloca te Ar izona  Cor por a te cha r ged a mong the

adj ustments:159

distr icts ,  for  the following distr ict-specific

12

13

14

15 T he adjus tment  is  r ea sonable and will  be applied in accordance with the Company's

16 a lloca t ion.

17 c. Waste Disposal Expense (all districts)

18

19

20

21

RUCO proposed an adjustment to reflect  the Company's revised level of waste disposal

expense. 160 Staff and the Company agree to the adjustment,'61 and the Company provided the effect

on all the districts through the 4-factor allocation methodology used to allocate Arizona Corporate

charged among the districts, for the following district-specific adjustments:162

22

23

24

25

26

27

28

156 Company Brief at 41 .
157 Tr. at 780, 785.
15a Direct Testimony of RUCO witness Rodney L. Moore (Exh. R-5) Ar 14.
159 Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exh. A-29) at 7.
160 Direct Testimony of RUCO witness Rodney L. Moore (Exp. R-5) at 12.
161 Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exp. A-29) at 8, Tr. at 781, 785.
162 Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exh. A-29) at 8.
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(333,408) i(82,004 ($1 l,325) (311 119) ($l2,035)

West Water

District Agua Fria
Water

I
I
I

Havasu
Water

Mohave
Water

Sun City
West Water

Paradise
Vallev Water

I
I.

Tubae Water

Water testing expense II $788,04 I $46,438 I $862,644 $345,535 $299,015 I $5i,5 x0

I
I

I
DUCKETNO. W-0]303A_08-0227 ET AL.

1
I

1 The adjustment is reasonable and will be applied in accordance with the Company's

2 I allocation.

'1
_J D. Achievement Incentive Pay (al l  districts)

RUCO proposes disal lowance of 30 percent, or $5,555, of the Company's $18,517 Arizona

5 Corporate allocated annual incentive pay ("AlP") management fees expenses for the districts in this

6 proceeding.63 The Company states that while it disagrees with the premise that shareholders are the

7 primary beneficiaries of additional  poEt the Company achieves as the result of Arizona-American

8 meeting its financial targets, it will not oppose RUCO's proposed adjustment in this proceeding.164
I

I
'T -_-._-.--_-

I

- .HM -N1 *-"T"
bun (..qty 8

9 Staff is in agreement with RUCO and the Company that the adjustment should be rnade."'5 The
I

10 Company states that RUCO's adjustment affects each of the seven districts through the 4-tlactor !
| |

1 I u allocation methodology as follows:166 I
District | Agua Fr ia i Havasu Mohave

| Water Water Water i
Paradise
Valley
Water

Tubac I Mohave
Water . Wastewater

IN

. fees

14 I adj ustmfznt

I Management s

I

- I

I
I

I
R
I

§l=048,L (81,489)

15 The adjustments proposed by RUCO and agreed to by the Company and Staff, as set forth

16 above are reasonable and will be adopted.

17 E. Water Testing Expense (a l l  districts  except Mohave Wastewater)

18

19 i each of the water districts as follows:

The Compa.ny and Staff are in agreement that water testing expense should be allowed for |

167

I
I

The adjustments to water testing expense as set forth above are reasonable and will be

adopted. I

23
F. Miscellaneous Expense (all districts)

I

I
l

26

The parties are in agreement that downward expense adjustments should be made to remove i

i
27

4

28

163 Direct Testimony of RUCO witness Rodney L. Moore (Exp. R-5) at 13-14.
164 Rebuttal Testimony ollCompany witness Sheryl L. Hubbard (Exp. A-79) at 10-1 I.
165 Tr. at 783, 786.
156 Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exp. A-29) at 10-11.
167 ld. at 13 and Exhibits sLH-3R, Tr. at 782, 786, staffrmal Schedules GTM-19.
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District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Tubac
Water

Miscellaneous
Expense
Adjustments (35,450) ($I88> (s 1 ,407) ($3,802) ($l,299) ($360) ($l67)

DOCKET no. W-01303A-08-0227 ET AL.

l

2

q
_J

civic and charitable contributions, membership dues, and other related miscellaneous expenses not

typically recovered from customers, from each of the seven districts through the 4-factor allocation i

I 168methodology as follows:

4
Sun City
West
Water

Mohave
Wastewater

5

6

7 The adjustments proposed by RUCO and agreed to by the Company and Staff as set forth
. 1

8 . above are reasonable and will be adopted.

9 G. Tank Maintenance Program (all Water districts)

10
I
l

I
I

The Company proposed a reserve for water tank maintenance expense which would provide

ll: an annual allowance for tank maintenance costs in operating expenses. Under the Company's

12 . proposal, the funds collected through rates would be recorded in a deferred liability account labeled I

13 Reserve for Tank Maintenance, and the Reserve for Tank Maintenance account would be charged as |

14 tank maintenance expenses are incurred, reducing the balance of funds reserved.I69 The Company

I

15 states that in subsequent rate cases, actual tank maintenance expenditures and the reserve account

16 a going 1

and that all revenue collected would be offset by actual

18 expenditures made to maintain tanks, resulting in no over~collection or under-collection of tank

19 maintenance expense. 171

17

could be reviewed and the annual allowance increased, decreased or remain unchanged on

. . 70
forward basis as circumstances warrant, I

21

2?

RUCO supports the Company's request; based on its review of estimates the Company has

received, but not accepted, through a request for proposals process.'72 RUCO states that any future

imprudent or unreasonable expenditure incurred by the Company in connection with the program I

could be addressed in a future rate case proceeding to insure that ratepayers are not harmed by the

24 Company being overcharged for work that is not needed. 173

25

26

27
i

1?2

lea Direct Testimony of RUCO witness Rodney L. Moore (Exh. R-5) at 15, Rebuttal Testimony of Company witness
Sheryl L. Hubbard (Exh. A-29) at 13-14, Tr. at 782, 786.
169 Company Brief at 4] .
170 ld.

171 Id, citing Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exh. A-29) at 14.
Direct Testimony ofRUCO witness William A. Rigsby (Exh. R-12) at 28-29.

113rd. at 29.
I
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I

q
J

1 | Staff opposes the Company's proposal and recommends that test year tank maintenance

_ | expenses be normalized instead.I74 Staff does not accept the Company's proposed maintenance costs

because they are based on costs proposed by a Company affiliate in Missouri and by an unatbliated

4 Arizona utility, Arizona Water Company, and that the Company did not demonstrate that the costs

5 are directly comparable to its own costs.'75 Staff argues that there is no standard for maintenance on

6 storage tanks because of climate differences and water quality. 176

7

I ,  . 1 . . .
8 palntlng program for its water tanks. However, we do not believe that it is necessary or reasonable to

We are not opposed to the Company instituting a 14-year interior coating and exterior

I()

'I .l | based on known and measurable Company expenditures, we find the normalization of tank

| adopt the Company's proposal for advance funding of a Reserve for Tank Maintenance at this time. |

.I Because the tank maintenance expense reserve account balance proposed by the Company is not g

l2~.. maintenance expenses proposed by Staff, which is based on a three year average of expenses for each

13 district, to be the more reasonable alternative.
I

14 adopted for each of the six water districts.

Staffs normalization adjustment will therefore be I

!1
|

15 H. Meter Depreciation Expense (all Water districts)

16 The Company proposed a uniform 15-year depreciation rate (6,67 percent per year) for I

17 Account 334100 Meters, based on its efforts to replace all small water meters after 15 years of

18 usage in order to maintain metering accuracy.'77 Staff states that while it supports the Company's

19 fontal proposal to go forward with a 15 year meter change-out program, Staff believes it is -

20 premature to adjust the meter depreciation rates, because the Company has not implemented such a I

plan in the past_l78

22 | We agree with the Company that meter replacement is important in order to maintain accurate

1I
I
I23 meter readings for its customers. We find that Arizona-American presented credible evidence that it

2 4 has been  r eplacing meter s on  a  15 year  cycle over  the last  th r ee year s, l79 and tha t  the Company' s

27 A-26) at 29.

28

174 Staff Brief at 16.
:is Id.
i76 id.

177 Rebuttal Testimony orG. Troy Day (Exh. A-l0) at 5, Rebuttal Testimony of Linda J. Gutovvski (Exh.
178 scarf Brief at l6-17
179 Rejoinder Testimony of Company witness Linda J. Gutowski (A-27) at Exhibit LJG-2.RJ.

I
I
!
I
1

21

25

26

7

9
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Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun City
West Water

Tubac
Water

$31 L278 $118102 ¢ 4 're979 Arm$11,712 $118,102 $23,403 $lI",l3l l $6,607

DOCKET NO. W-01303A-08-0227 ET AL.

1 actions in these districts over the past three years demonstrates a commitment to implementation of a '

"1
z

1..¢ 15 year meter change-out program. W e be l iev e  the  Company  has  demons t r a ted  an  in ten t ion  to !Iq
_) cont inue the  15  year  meter  rep lacement p rogram, and there fore  f ind  i t  appropr ia te  to  au thor ize  the

4 requested depreciation rate for meters. Should the program not continue for any reason, we will

5 revisit this authorized depreciation rate in a future rate proceeding. A 67 percent depreciation rate

6 f o r  A c c o u n t  3 3 4 1 0 0 M e t e r s  i n  t h e  s i x  w a t e r  d i s t r i c t s  w i l l  b e  a d o p t e d ,  f o r  t e s t  y e a r  m e t e r

7
| . . _ .

depreclatlon expense for  thls account as follows .
District

S

9  | Depreciation expense
Meters - Account 334100

r"

1
I

I
L_

it z

11 9
I. Rate  Case  Expense

12
Ar izona-Amer ican requests  to ta l  ra te  case expense of '  $517,935 amor t ized over  three years .

The por t ion of  the $517,935 to ta l  re la ted to  th is  case is  $456,275. '80 This  amount inc ludes $289275

!
l
i
z
I
!
II

14
e x p e n d e d  a s  o f  J a n u a r y  2 8 ,  2 0 0 9 ,  e s t i m a t e d  i n v o i c e s  p a s t  t h a t  d a t e  f o r  $ 1 3 2 , 0 0 0  f o r  o u t s i d e

. I
wi tn e s s e s ,  e x te r n a l  c o u n s e l ,  a n d  th e  c o s ts  o f  a n a l y z in g  r a te  c o n s o l i d a t i o n  a s  r e q u e s te d '  b y  th e  i

15

16
Commiss ion after  the rate appl icat ion was f i led, and $35,000 for  the costs  of mai l ing a required letter

to customers at the end of the case. is:
17

The Company accepted Mr. Magruder's recommendation to eliminate $10,000 of witness
18

training expenses from rate case expenses.182 In his reply brief, Mr. Magruder objects to the 4
I

| Company recovering the costs it incurred to comply with the Commission's request to analyze rate I
19

to l
consolidation, arguing that the Company "should be looking for ways to consolidate rates when

21
submitting a rate case" and "there should be no new expenses to provide a clear answer to this

IN* . . . . 1 . .
concern." -> The Company 1ncu1-red the costs in question in order to respond to a Lornmlsslon

request that was made after  i ts  appl icat ion was prepared, f i led, and found suff ic ient.  Rate case f i l ing
24

requirements do not require rate consolidation analysis, and there was no requirement prior to the
25

26
filing for the Company to submit a rate consolidation proposal. Neither Mr, Magruder nor any other

27
3

28

ls Rebuttal Testimony of Company witness Thomas A. Broderick (Exh. A-12) at 17.
1st 14 at 16-17.
182 I.i at 18.
183 Magruder Reply Brief atolL
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1 party contests that the Company incurred costs in order ro respond to the Commission's request, OT

2 that the costs were unreasonable. The Company reasonably incurred the costs in good faith for the I
1

I

I3 I benefit of ratepayers, and should therefore be allowed to recover them in rates.

4 In addition to $456,275 in expenses for this proceeding, the Company is requesting recovery

5 of $67,000 that represents the unamortized balance as of May 31, 2009, through April 2010, of the

6 amount of rate case expense allowed in Decision No. 69440 (May 1, 2007) for its Mohave Water and

7 Mohave Wastewater districts ("Decision No. 69940 rate case expenses").l84 The Company claims
\

8 that it should be allowed to collect this amount in the amortization of rate case expense for this
I

9

10

'proceeding because it would otherwise be permanently precluded from recovering expense that the '

I Commission previously approved as recoverable. Isa I

113
I

17'

RUCO opposes the inclusion in rates set in this case the $62,000 of Decision No. 69440 rate 9

case expenses, and Staff is in agreemen1.l86 RUCO argues that it should not be allowed because the

amortization of rate case expense for two separate rate cases in one rate case is not a normal recurring I
14 expense, it would allow the Company to recover expenses associated with rates that are no longer in

15 effect, and it would reimburse the Company for an expense that does not provide a benefit to current

16 ratepayers. 187
I

17 We agree with RUCO and Staff that it would be inappropriate to allow Decision No. 69440

18 rate case expenses. As RUCO argues, allowing recovery of the Decision 69440 rate case expenses

19 would contravene the ratemaking convention of setting rates at a normal recurring level of expenses,
I
(

20 and would improperly result in charging ratepayers for expenditures related to rates that are no longer

in effect, and it therefore must be rejected.

We End total rate case expense of $456,271 normalized over three years and allocated across

23 the seven districts using the Company's 4-factor allocation methodology as agreed to by Staff Isa to

24 be reasonable, and will allow it. The amount of normalized rate case expense for each district is as

25 follows:

27

28

law Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exp. A-29) at 12-13.
res Company Reply Brief at 9.
'"° Tr. at 782, 785.
ls RUCO Brief at 11.
l"See Rebuttal Testimony of Company witness Sheryl L. Hubbard (Exh. A-29) at l l and Exhibits SLH-3R, Tr. at 782.

26

21

13

I

l
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Agua Fria
Water

IHavasu
Water

Mohave
Water

Paradise
Valley
Water

Tubae
Water

Mohave
Wastewater

$3381

Rate case

expense $69,224 $4,220 $24,483 $23,201 $25,543 $2,240

District Agua Fria
Water

Havasu
Water

Mohave
Water

Paradise
Valley
Water

Sun City
West
Water

Tubae
Water

Mohave
Wastewater

Adjusted test year
revenues $18,818,618 $1,177,521 $5_l 13,63 I $8,220,585 $5,857,266 $426,900 $796,161
Test year operating
expenses $16,027,608 $1 ,049,369 $4,529,332 $6,085,055 $5,134,891 $476,710 $673,526
Test year operating
income $2,791 ,005 $128,152 $584,299 $2,135,530 $722,375 ($49,810) $122,635

DOCKET NO. W-0130l3A-08-0227 ET AL.

II
7

District Sun C/-
West Water

q
J

I
4

J. Gross Revenue Conversion Factor

5
The Company and Staff are in agreement as to the inclusion of a property tax factor in the

Gross Revenue Conversion Factor ("GRCF"), which is used to calculate the gross revenue re-quired to
6

I obtain the proper level of operating income. RUCO opposes the inclusion of a property tax factor in I

7
the GCRF, stating that i t has historical ly excluded property tax from its ocRF." '9 Inclusion of a

8

9
property tax factor in the GCRF provides a simple, reasonable, and accurate means of calculating the

I

i i
it

lg the record m thos proceeding to dcvmte from our prior determmatlons.

_ . . < . . . . . _ . . . s
ll Ross revenue re Lllllcd to oolam the ro Er level of Lltllxtles' O el'alln income.  We had no basis Inp P P

I

I
1

1
K. Opera t ing Income Summary

1 2
Based on the discussion of operating income issues set forth above, we End the adj used test I13

year operating expenses and operating income for each of the districts to be as follows:
14

1 5

1 6

17

1 8

19 V. cosT OF CAPITAL

Based on their cost of capital analyses, the Company proposes an overall rate of return of 8.40

21. percent,  RUC() recommends 7 .0  percent,  and Staff  recommends 7 .34  percent. PORA did not

22 perform an analys is ,  but requests that the Company's  rate of return be restricted to 6 .5 percent,

23 yielding an increase in rates for Sun City West Water district customers of 52 percent maximum.I90

A. Capital Structure

The Company proposes a capital structure of 53.25 percent debt, consisting of long term debt |
I

26 alone, and 46.75 percent equity.19I RUCO recommends a capital structure of 55.2 percent debt and i

2 7

2 8

189 RUCQ Reply Brief at 8.
'"°  PORT Brief at 3.
191 Revised Direct Testimony of Company witness Thomas M. Broderick(Exh. A~1 1) at Exhibit TMB-2.

25

24

20

EU
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I

1

'> equity.193

| 44.8 percent equity.'92 Staff recommends a capital structure of 58.68 percent debt and 41.62 percent

The Company argues, as it has in prior rate cases, against the inclusion of short term debt I

in its capital structure.194 The Company contends that its short term debt balance should be excluded

. . . . _ . . . . ' q
4 f because it has increased due to Interim lrnancmg al the Whlte Tanks plant, a large capital project, 1 5

5 and that rt is mapproprrate to include short term debt in rate base when it is flnancmg CWIP.l'6 Stall

' n
4

....»

I

6 responds that the Commission's filing requirements, which include schedules that require a listing of

7 ' an applicant's short term debt as a component of the cost of capital, contemplate the inclusion of

8 i short term debt in capital structure. stated in Decision No. 70351 (May 16, 2008), short

9 term debt is a source of funds available to the Company, and should therefore be included in the g

10 11 Company's capital structure. Excluding a portion of the Companyls 58.68 percent debt would in g

l l ! effect compensate shareholders br a non-existent equity investment. A capital structure tr the i

12 s Company of 58.68 percent debt and 41.62 percent equity best represents the Company's actual l

19
7 As we

13 capital structure, and will be adopted for purposes of this proceeding.
I

14 B. Cost of Debt

15 For purposes of this proceeding, the Company's cost et debt is determined to be 5.463

16 | percent, which is the figure upon which the parties generally a8ree 198

17 C. Cost of Equity

Unlike the cost of debt, which is based on actual costs, the cost of equity for the districts,18

19 | which do not have publicly traded stock, must be estimated. The parties submitting cost of equity

20 i testimony used data from selected sample groups of publicly traded companies in order to estimate

I the districts' cost of equity. Their cost of equity recommendations for the Company range from the21

23

24
l

25

191 Direct Cost of Capital Testimony of RUCO witness William A. Rigsby (Exp. R-1) at 53.
193 Direct Testimony of Staff witness David C. Purcell (Exh. S-10) at 2. Revised Direct Testimony of Company witness
Thomas M. Broderick (Exh. A-l T) at Exhibit TMB-2.
194 Rebuttal Testimony of Company witness Thomas M. Broderick (Exh. A- la) at 13.

| Company Brief at 44, citing Rebuttal 'Testimony of Company witness Thomas M, Broderick (Exh. A~l 1) at 13.
ld.

\

27
197 Staff Brief at 12, citing A.A.c. R14-2_I03, Schedule D-2.
198 Direct Testimony of Staff witness David C. Purcell (Exh. S-l0) at 2, Direct Cost of Capital Testimony of RUCO |
witness William A. Rigsby (Exh. R-l) at 53; Revised Direct Testimony of Company witness Thomas M. Broderick (Exp. |
A-l 1> at Exhibit `llMB-2. I
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I
l Company's 11.75 percent, Staffs 10.00 percent, to RUCO's 8.88 percent.l99

!
|

2 In reaching her 11.75 percent cost of equity recommendation for Arizona-American, the

"I
J Company's witness Dr. Berte Villadsen used two benchmark samples, regulated water utilities and

4 natural gas local distribution companies ("LDC"), selected based on their risk characteristics, .which

5 Dr, Villadsen believes are comparable to Arizona-American's districts.200 She also reported results

6 for a subsample of the water companies with a high percentage of regulated revenues.20l Dr.

7 Villadsen gave greater weight to her analysis results for the LDC sample, because she beHaves that

8 the water sample she used suffers from numerous data issues that make the cost of equity estimates

9 based thereon not reliable at the present time.202
I

10 cost of  equity using several versions of  the discounted cash

For each sample, Dr. Villadsen estimated the sample |

flow ("DCF") !i companies'

1 I II methodology.w3 and approaches to which she refers as risk-positioning methods, including the capital

in ,I asset pricing model C'CAPM")F° " Dr. Villadsen utilized an "after-tax weighted-average cost of

I
I
I

In

13 capital" ("ATWACC") calculation, using market value capital structures, in her DCF and risk
l

positioning analyses in order to determine the cost of equity that the proxy companies' estimated
I

15 overall cost of capital gives rise to at the Company's requested capital structure consisting of 46.9

14

16 percent equity, and also at approximately 41.6 percent equity.205 Dr. Villadsen testified that a return

17 i

18

on equity for Arizona-American of 11.75 percent is reasonable because it is equal to the midpoint of

her risk-positioning estimates and her DCF estimates.206

19 RUCO's witness William Rigsby used a DCF analysis and a CAPM analysis2og to reach his

20 8.88 percent cost of equity estimate for Arizona-American. Mr. Rigsby used awarer proxy group

21 that included four of the same water companies included in Dr. Villadsen's water proxy group, and a I

22 natural gas LDC proxy group consisting of the same ten companies in Dr. Villadsen's natural gas in.

I

I

24

25 I:26

27

28

199 Revised Direct Testimony of Company witness Banta Villadsen (Exh. A-13) at 3, Direct Testimony of Staff witness
David C. Parcel] (Exh. S-10) at 2, Direct Cost of Capita! Testimony of RUCO witness William A. Rigsby (Exh. R-l) at 4.
go; Revised Direct Testimony of Company witness Bente Villadsen (Exp. A-13) at 2.

Id.
202 Hz at 2-3, 44.
203 14 at 29-37. 42-44.
204 ld. at 23-29, 37-39.
105 ld. at 14-16.
296 ld. at 34.
z01 Direct Cost of Capital 'Testimony of RUCO witness William A. Rigsby (Exh. R-1) at 7-27.
zoo 14 at 28-33.

I
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1

q/_ percent, as an appropriate cost of equity for the Companym

LDC proxy gr0up.209 Mr. Rigsby recommends the average of his DEF and CAPM results, 8.88 g
I

Staffs witness David Purcell utilized three methodologies to determine his cost of equity 1

4 estimate of 10.0 percent for the Company, the constant growth DCF model," the CAPlv1,212 and a

'1
J

. . . 21" . . . .. ,
5 Comparable Earrings analysis, J He used three proxy groups in hrs arralysrs, the four water utrlrtxes

I

6 in the Standard Edition of Value Line, the eight water utilities covered in AUS Utility Reports, and

7 the proxy group of water utilities selected by the Company's witness Dr. Vi1ladsen.2'" Mr. Purcell

8 recommends the 10.0 percent midpoint level of the results of his three cost of equity estimation I

9 modeIs.215 I

10 a

11 which has the effect of raising cost of equity estimates,
I

RICO and Staff are both critical of Dr. Villadseu's use of the ATWACC methodology, |

has 11st been extensively used or reviewed in

12 the regulatory environment, and though presented several times, has never been accepted by this

. . ..1613 Colnmlsslon.

Iz

14 | The Company asserts that Staff and RUCO's recommendations do not reflect current market

15 conditions. The Company contends that Staffs recommended 10 percent return on equity is only 1.4

16 to 1.5 percent more than the 8.5 to 8.6 bond returns of American Water's bonds, and that RUCO'5

17 recommendation of 8,88 percent barely exceeds long term corporate bond rates, which have risen

18 significantly.2l7 The Company claims that Staffs and RUCOls cost of equity estimates are too low

19 because they would not provide an adequate incentive for an investor to choose an equity purchase

over long term bonds, which the Company argues is a safer investment in today's uncertain financial

21 climate.2I8 The Company believes that Mr. Rigsby and Mr. Purcell should have added risk premiums

22 to their equity estimates to account for the increased risk to Arizona-American's equity investors that

24

25

I

|
!
I
I

26

27

I
I

n.
I
i

zoo Id. at 17-22.

210 ld. at 34.
211 Direct Testimony of Staffwitness David C. Parcel] (Exh. S-10) at l7~2l.
212 14. at 22-25.
213 111 at 25-30.
21414.1 at 17.
ll: 14. at'30.
216 Rico Brief at 16; StoTT Brief al 14.
21? Company Brief at 46-47.
PIN l d

I

23

28

20 I
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1 results from Arizona-American's capital structure being more highly leveraged than those in the

Q7 proxy groups.2"

3 Staff responds that one of the major impacts of a recession is to depress the profits of most

4 enterprises, and that as a result, it is to be expected that capital costs will decrease if a significant

5 . norecession occurs, and RUCO responds that it is precisely current market conditions that serve as

6 the basis for RUCO's cost of equity recornmendation.22I RUCO states that during a recession with

7 dramatic falls in stock prices, a stable water utility is an attractive investment. RUCO explains that I

8 its recommendation to forego a risk premium in this case is not due to failure to recognize the current
. . . . . . 22_

economy, but is instead recognizes current economic condltlons. 7
E
E
IArizona-American does not accept RUC() and StafFs rationale, arguing instead that its return

.
II

9

ill l
u

I l ll on equity should not be "reduced" in the current economic climate, when the federal government is

12- providing aid to companies to allow them to survive the current market turmoil, and that it would

3 make no sense to "deny Arizona-American taxable income when the State of Arizona needs income-1

, . , v14 tax 1evenue.'-23

15 Arizona-American is a regulated monopoly. The purpose of the rate-setting exercise
I
I

16 undertaken in this case is to set just and reasonable rates and to establish a fair return on the I
I
|
|

17 Company's fair value rate base. We recognize that the Company must compete for capital with non-

18 monopoly Eons, and we consider and weigh all analyses and estimates of cost of equity. We take I

19 issue with the. Company's argument that it should be granted a higher return on its investment
I

20 because government aid is being given to non-monopoly companies. And the argument that we

should grant the Company a higher equity return so that its earnings will exceed bond rates by a

higher margin and therefore increase state income tax proceeds, is disrespectful to the Company"

23 customers and to the Commission. We will not increase rates on the backs of captive utility

24 ratepayers in an effort to increase state revenues. We agree with Staff that the Company's arguments I

25 seem to ignore the relationship between economic conditions and the cost of capital, when it implies

i

28

219 14 at 47.
220 staff Brief at 15.
221 Rico Reply Brief Ar 9.
buzz ld..
223 Company Reply Brief at 6.

27

26

21
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Percentage Cost Weighted
Cost

3.21%58.68% 5.463%
4.12%

7.33 %

41TH%
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'P

1 that it should somehow be shielded from the negative impacts of today's economy that affect its

ratepayers and virtually every other business.224 .

The evidence presented supports a cost of equity of 9.9 percent. This level of return on equity

4 reasonably and equitably balances the needs of Arizona~Arnerican and its ratepayers, is consistent |

5 with recent Commission determinations, and results in the setting of just and reasonable rates.

3

6 D. Cost of Capital Summary

7 Based on the foregoing, we adopt an overall cost of capita! for Arizona-American of 7.33

8 percent, calculated as follows:

i
\

I.
ll
I

1
l
1-
!

9~ 9.9%
] 1

Weighted Average
Cost of Capital

I
I
I

I
12

Debt __.___
c ommon Equity

f
l

=

13
VI.

14
AUTHORIZED REVENUE INCREASE

l
I
I

15

Based on the discussion herein, revenue increases for each of the districts are authorized as I

follows:
16 I

Agua Fria' Water
w t

I Based on our findings herein, we determine that the Agua Fria Water district's gross revenue
18

should increase by $2,875,l20.
19

20

21

22

Fair Value Rate Base
Adj used Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$61,830,329
2,791,005

7.33%
4,532,163
1,741,158

1.6513
$ 2,875,120

24 Havasu Water

Based on our findings herein, we determine that the Havasu Water district's gross revenue

|
r
|

26 should increase by $265,007.
1

27 Fair Value Rate Base $3,996,771 sI

23

25

78 Staff Reply Brief at 5,

10

9

l

I
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1

2 I1

3

Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

128,152
7.33%

292,963
164,811
1.6079

$ 265,007
4

Mohave Water
5

Based on our findings herein, we determine that the Mohave Water district's gross revenue
6

should increase by $152,411.
'7
I

8

9 |

Fair Value Rate Base
Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$9,229,667
584,299

7.33%
676,535
92,235
1.6524

S 152,411!§

12 Paradise Valley Water

13 l

14

Based on our findings herein, we determine that the Paradise Valley Water district's gross

revenue should increase by $958,940.

15

16 ,
I
l17

I
18

Fair Value Rate Base
Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$37,075,690
2,135,530

7.33%
2,717,648

582,118
1.6473

$ 958,940

I

19
Sun City West Water

20
Based on our findings herein, we determine that the Sun City West Water district's gross

21
revenue should increase by $3,439,746

I
\77

23

24

25

Fair Value Rate Base
Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income .
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$38,365,090
722,375

7.33%
2,812,161
2,089,786

1.6460
$3,439,746

I

26

27

28
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1 Tubae Water

2 Based on our findings herein, we determine that the Tubae Water district's gross revenue

3 should increase by $221,454.
I

4

5

6

7

Fair Value Rate Base
Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross- Revenue Increase

$1,437,084
(49,810)

7.33%
105,338
155,149
1.4274

S 221,454
8

Mohave Wastewater

l
:

. I
Based on our findings herein, we determine that the Mohave Wastewater dlstrict's gross

10

11
revenue should increase by $110,296.

l

u.
I

13'

14

Fair Value Rate Base
Adjusted Operating Income
Required Fair Value Rate of Return
Required Operating Income
Operating Income Deficiency
Gross Revenue Conversion Factor
Gross Revenue Increase

$2,836,120
110,808

7.33%
207.888
97,080
1.1361

$ 110,296

I

RATE DESIGN

I
I16 VI I .

I
17 A. Rate Consolidation

On November 12, 2008, Commissioner Mayes filed a letter in the docket requesting that the

19 parties provide the Commission, as part of their testimony in this case, an analysis addressing the '

20 predicted impacts of statewide and select consolidation of the Company's water districts, and to |

21 'propose combinations .of districts where potential benefits outweigh the limitations of consolidation

22 efforts, and an analysis of rates and operations under a statewide consolidation of die Company's

18

23 water districts. In a letter to the docket dated December 17: 2008, the Company stated that it would

I
I

24 provide a flexible analysis tool in response to the request. The consolidation analysis tool formulated .

25 by the Company is a large Excel spreadsheet that can be used to analyze assumptions and data points

26 I in a consolidation analysis, and the Company will make the tool available to any party on request.225 I

a number of lThe C'ompany's Witness Mr. Broderick stated dirt the rate consolidation analysis has

28 215 Rebuttal Testimony of Company witness Thomas M. Broderick (Exh. A-12) at 5.
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District/Revenue shi
I
I..__________

AnthemII

Tubae

t increase/(decrease) Rate increase/(decrease)

(354.6 million) (47.74 0/0)

($08 million) (47. 13 %>

Havasu ($0.6 milliQn) (47.90 %>

Agua Fria ($3.5 million) (17.75 %)

Sun City West ($1 .3 million) (15.69 %)

Paradise Valley $0.3 million 2.95 %

Mohave $1 .7 million 37.22 %

Sun City $8.4 million 136.00 0/Q

I
DOCKET NO. W-01303A-08-0227 ET AL.

1

2

3

assumptions and decision points that must be considered.226 Mr. Broderick attached the results of one |

consolidation scenario to his retiled rebuttal testimony. That scenario is attached to this Decision

and incorporated herein as Exhibit B. Exhibit B includes all eight of the Company's water districts at

4 the Company's requested revenues in the original application filed in this case, and at the present

5 rates for the Sun City Water district. Exhibit B shows the typical 5/8 X 3/4 inchrneter residential

6

7

customer bill on a pre- and post- consolidation basis for each of the water districts, with a

consolidated monthly' basic service charge of $15.59 and three tier commodity rates of $1.50, $2.50

EII

8 and $3.25. That scenario would result in the following total residential revenue and percentage shifts

9 I (in total changes net to zero) by district:227

10

11 IL

12
I

1 3

1 4

1 5

1 6

1 7

1 8

1 9 Mr. Broderick stated that he experimented with the residential rate designs, but it did not

20

2 1

22

change his conclusion that in order to achieve a total residential rate consolidation, the rates in the

Sun City Water and Mohave Water districts would increase significantly, and that the major short

term beneficiaries would be Anthem Water, Tubac Water, and Havasu Water districts, with the only

23 largely unaffected water district being Paradise Vallley Water.228 The Company's witness Mr.

24

25

Towsley further addressed the difficulties and benefits of rate consolidation, and laid out a specific

partial rate consolidation proposal that involves the levelizing of net plant investment per customer I

26 |

27

28

z26 ld. at 5-6.

227Id at 7.
,28l d

I
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2

'W
J

4

8

6

1 by means of a systems benefit charge to be assessed on the variable usage rate per gal1on.229

Based on its analysis, the Company believes that with the magnitude of revenue shift that I

would be required, its customers are not yet ready for an eight district consolidation.230 The l

Company contends that ordering rate consolidation in this proceeding would be impractical, and

could lead to unintended consequences, because at this time, there are more questions than answers,

and to get the answers, data must be gathered, informed public input must be received, and difficult

7 policy choices must be made. The Company believes that a subsequent parallel proceeding is needed

8 Ito provide a forum for all parties, the public and the Commission to consider consolidation."1

9 PORA states that it is unprepared to consider consolidation of rates.232 PORA agrees with

IU Staff that rate consolidation is a complex issue with both public and policy implications, that public

| outreach should be undertaken prior to consolidation, and that adequate notice of consolidation

12 should be given to all affected ratepayers.233 PORA believes that Sun City West Water and Sun City

11
I

13 Water districts have unique attributes which should entitle them to an option to not participate in rate

14 consolidation if and when consolidation is imple1nented.234 I
1.

15 I
i

RUC() states that it opposes consolidation of rates in this proceeding because only seven of
I

16 'the Company's thlrteen water and wastewater dlstrlcts are being considered in thls proceeding, and

17 because consolidation in this case would result in the inequitable spread of costs over some, but not

18 all, of the Company's water districts.235 RUCO contends that while there may be good reasons for
1

19 rate consolidation, the reasons should be thoroughly vetted on the record and then applied evenly to

20 all the districts.236

21 Staff states that it supports rate consolidation, but urges the Commission to proceed with

22 caution, and does not recommend consolidation in the instant cas6.237 Staff states that rate

23 consolidation is a complex issue that has both public and policy ramifications which require careful

24
iI

25

26

27 '
I|I
1

I

28

22914 at 11-18.
230 ld at 8. .
- | Company Brief al 52.
732 PORA Brief at 4.
233 ld

_ld
23: RUCO Reply Brief at 8-9.

6 Id at 9.
.. I Staff Brief at 20.
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. . . . . 2 g . .
1 consideration in order to avoid any unintended consequences. 3 Staff is also concerned that the

. notice in this case was not adequate to notify affected ratepayers if consolidation were to be Q

3 'accomplished in this proceeding.239

2

4

6

Staffs witness Mr. Abinah agreed with the Company's counsel that several issues need to be

5 addressed prior to rate consolidation, including:

How to deal with different numbers of tiers and breakover points across districts,o

7 How to account for differing uses of water for residential initiation across districts;

8 W'hether commercial rates should be consolidated at the same time as residential,

9
I
x

10 C

Haw cost of service and returns by customer class should be affected;

How public input can be maximized;
l

1 ] How customers can be educated about the pros and cons of rate consolidation,

12

13

14

How parties will participate in the public process,

Whether to phase in or immediately implement consolidated rate structures;

Whether wastewater rates should also be consolidated, and

15 9 What economies of scale would be accomplished by conso1idation.240

16 Only one party is recommending rate consolidation in this proceeding. Mr. Magruder

17

18

19

recommends that consolidated rates be implemented in the water districts at this time, and that in the

next Arizona-American rate case all other water districts be integrated'into the consolidated rate

strucMre.24l

Staff states that if the Commission wishes to consider rate consolidation, this docket may be

21 left open for the sole purpose of rate design for consolidation purposes, with the possibility of a

22 consolidation of this docket with a future docket for the purpose of considering consolidating rates of

23 Arizona-American's water districts.242 RUCO states, however, that Ir would not support reopening -

20

24 this docket or the Company's next rate case docket for the purpose of applying a new rate design to

25

26

27

28

238 Id.

239 Id.

zoo Tr. at 892-97.
241 Magruder Brief at 27, see also Magruder Reply Brief at 19-27.
242 Staff Reply Brief at 5.
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i

1
I1
!
I

l. | rates approved in a prior proceeding.243 RUC() believes that the issue of rate consolidation should be

2 considered when all of the districts are the subject of a rate case.244 The Company agrees with Staffs i

8 approach, and states that it would be appropriate for this Decision to order that the docket be left open

4 for the limited purpose of future action to revenue neutral rate consolidation.245

We believe that the issue of consolidation merits thorough vetting, discussion and public5

6

7

8

participation. In the instant proceeding, parties have argued that further development of the issue is

needed. Accordingly, we find it reasonable to defer this issue in the instant rate case but keep this

docket open for the limited purpose of consolidation discussion.

9 x While the Commission will defer addressing consolidation in the instant case, we believe this

LG I issue is of critical importance and that unnecessary delay does not allow customers to benefit from

11 administrative expediency, economies of scale and other efficiencies which would otherwise occur

12 through consolidation. Accordingly,  we will require Commission Staff to propose at least one

18

la

15

consolidation proposal in the Company's next rate case which will allow parties and die public ample

opportunity to have notice of this issue and participate in that discussion. We also believe the

Company should commence a dialogue wide its customers as soon as practicable, and will require it

16 to initiate town hall-style meetings in all of its service territories to begin communicating with

17 consumers the various impacts of system consolidation in each of those service territories, and to

18 collect feed-back from consumers on such consolidation.

19 B. General Rate Design

The Company, RUCO and Staff are in general agreement on the appropriate rate design for

21 | the seven districts. Mr. Magruder proposed a ten tier inverted block rate design for all 5/8 x 3/4 inch

22 meter  residentia l water  customers in the six water  distr icts affected by this proceeding,  which

20

23 includes a commodity charge beginning at $1.50 per thousand gallons for usage up to 4,000 gallons

24 per month, with breakover points at 8,000, 12,000, 16,000, 20,000, 24,000, 28,000, 32,000, and

25 40,000, ending at all usage over 40,001 gallons, for which Mr. Magruder proposed a commodity

27 243 taco Reply Brief at 8.
244/4
145

.
I
i

28 Company Reply Brief at 7.

26
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2

1 charge of $6.00 per thousand ga1lons.246

1. Mohave Wastewater district

"1
.3

5

6

The Company, RUCO and Staffs proposed rate design for Mohave Wastewater district

4 residential customers, the current Hat rate per dwelling unit, is reasonable and will be adopted.

Agua Fria, Havasu, Mohave, and Sun City West Water districts

The Company, RUCO, and Staffs proposed rate design for 5/8 x 8/4 inch meter residential

customers in both the Agua Fria and Havasu Water districts is a three tier inverted block design with

the first breakover point at 4,000 gallons and the second at 13,000 gallons, with the third tier for all

7

9 monthly usage over 13,000 gallons.

For Mohave Water district 5/8 x 3/4 inch meter residential customers, the Company, RUCO,

z

10 I

l l and Staff propose a three tier inverted block rate design with the first breakover point at 4,000 gallons
,I

12 and the second at 10,000 gallons, with the third tier for all monthly usage over 10,000 gallons.

13 I

14

15

16

For Sun City West Water district 5/8 x 3/4 inch meter residential customers, the Company,

RUCO and Staff propose a three tier inverted block rate design with the first breakover point at 4,000

gallons and the second at 15,000 gallons, with the third tier for all monthly usage over 15,000

gallons.

17

18 we City West water

19

20

21

22

I

24

With the exception of the Magruder proposal for ten tier rates for all the water districts, there

no dispute over the rate design for the Agua Fria, Havasu, Mohave, or Sun

districts. The ten tier rate design proposed by Mr. Magruder was not accompanied by any typical bill

analysis or proof of revenues as were the rate designs proposed by the Company, Staff and RUCO,

making adoption of that proposal unworkable in this case. The rate design proposed by the

Company, RUCO and Staff for the Agua Fria, Havasu, Mohave, and Sun City West Water districts is |

reasonable and will be adopted.

Paradise Valley Water district

For the Paradise Valley Water district, the Company and RUCO propose a three tier inverted

26 block rate design for 5/8 x 3/4 inch meter residential customers with the first breakover point set at

25

27

28 246 Direct Testimony of Marshall Magruder (Exp. M-4), Magruder Reply Brief at 9.

23

8

S

3.

2.
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Current and
Company and

RUCO proposal
breakover points

Staff 3-tier
alternative

breakover polnts

Staff proposal
breakover points

I

Staff 5-tier
alternative

breakover points

Magruder
proposal

breakover points

n/a 4,000 5,000 4,000
8,000

25,000 15,000 20,000 15,000 12,000
16,000

80,000 50,000 65,000 40,000 20,000
24,000

over 80,000 over 50=000 125,000 80,000 28,000
32,000

na n/a over 125,000 over 80,000 40,000
over 40,000

I'll all l l l

DUCKET NO, W-0I803A-C8-0227 ET AL.

l 25,000 gallons, the second at 80,000 gallons, and the third tier for all usage over 80,000 gallons per

month, which is the same as the current rate structure.247 Staff proposes a five tier inverted block rate I

3 design with the first breakover point set at 4,000 gallons, the second breakover point set at 20:000

4 gallons, the third at 65,000 gallons, and the fourth at 125,000 gallons, with the fifth tier for all

2

Based on public comment and the Company's change in

6 position on rate design at the hearing, Staff also provided two alternative rate designs for the Paradise

7 Valley Water distriet.248 Staffs alternative five tier rate design for 5/8 x 3/4 inch meter residential

5 monthly usage over 125>000 gallons.

8 customers has a first breakover point set at 5,000 gallons, a second breakover point set at 15,000

9 gallons, a third breakover point set at 40,000 gallons, and the fourth breakover point set at 80,000

10 gallons, with the fifth tier tr all monthly usage over 80,000 gallons. Staffs three tier alternative rate

11 5 design for 5/8 x 3/4 inch meter residential customers sets a. first breakover point at 15,000 gallons, the |

12 second at 50,000 gallons, and the third tier for all usage over 50,000 gallons.

The following illustrates the differing breakover points for commodity charges recommended |

14 by the parties forth Paradise Valley Water district:I
I
I

16

I

17.

18

19

20

I

23 I
I

24

RUCO's rate design witness testified that RUCO proposed that the Company keep its current

three tier rate design' in place based on its conclusion that average and median usage customers would

' J I . , \ . .
-5 leave to change their usage patters to such a great degree in order to receive benefit of a lower cost i

26
i
I

27
I

28

247 Tr. at 53 1-32, 542-43, 630, 638. In its application, the Company had proposed the five tier rate design that Staff rnow
recommends, but subsequently changed its recommendation to the three tier rate design currently in effect for the
Paradise Valley Water district.
248 Tr. at 544-45.

21

22

15

13
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1

2

3

4

6

7

per gallon that the change would be unattainable, and there would actually be no incentive to i

conserve.249 RUCO's witness stated that another reason RUCO did not propose a five tier rate design

is that if Paradise Valley Water district is to be included in a future statewide rate consolidation, the

rate structure would probably have to be reduced back to a three tier rate design.250 RUCO stated that

5 the current rate design is set with a higher first tier of 25,000 gallons in recognition of the high

[20,493 gallons per month] average usage in the Paradise Valley Water district, and the district has

some extreme high use customers." I

8 Staff states that it stands by its five tier recommendation for the Paradise Valley Water

I . . < , . | s .  , . .9 i d1str1ct.2'2 However, Staff prepared two alternative rate designs tor Commission consideration, based

10 H on public comment from customers.253 Staff states that its three tier alternative is an attempt to lower

11 the bills of those customers who use less water, and it would increase bills for fhc high usage

12 customer.254

13

Staffs three tier alternative lowers the minimum monthly charge, lowers the

breakpoints on usage, and lowers the commodity charges.255 Staff states that it designed its five tier

14

16

17

18

19

20

alternative to provide some rate protection to very low water users, and it would decrease rates for a

customer who uses between 5,000 and 9,000 gallons per month.256 Under Staff" s proposed revenues,

both of Staff" s alternative rate designs would result in slightly smaller percentage increases for

average usage customers compared to Staffs five tier proposed design.257

The ten tier rate design proposed by Mr. Magruder was not accompanied by any typical bill I

analysis or proof of revenues as were the rate designs proposed by the Company, Staff and RUCO,

and the aitemative rate designs provided by Staff, making adoption of that proposal unworkable in

21 this case.

22

23

The average usage in the Paradise Valley Water district is high, and we agree with RUCO that

the rate design should properly recognize the fact that conservation may not be attainable through rate

24

25

26

249 Tr. at 643, 64748.
250 Tr. at 643
251 Tr. at 648-50.
252 Tr. at 659, Staff Brief at 17.
253 Id .

254 Staff Brief at 17.
27

28

255 Id.

256

797 StafFs Notice of Filing Staff's Corrected Alterative Rate Design, docketed on April 17, 2009.

1 5
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I design for customers whose "discretionary" usage is many times higher than that of customers in

other districts. According to evidence gathered by the Companv, implementation of the "High Block

I
l

I

,_ . . . . . . . . . 'g .
3 I Surcharge ' in the last rate declslon for thls water d1st1'1ct did not result m conservat1on.2° However,

4

5

6

public comment demonstrated that not all customer usage in the Paradise Valley Water district is as

high as the average or extreme high usage that is so striking in this district, and it is therefore

appropriate to provide some rate protection to customers in this district who have much lower than

average usage rates for the district. For that reason, we will adopt the Staff alternative five tier rate

8 I design proposal. The five tier alterative retains the current high tier breakover point of above

80,000 gallons to which the district's customers are accustomed, but also will also allow low usage

10 . customers to receive the advantage of a first tier breakover point of 5,000 gallons. RUCO's witness

raises a valid point in regard to the adoption of three versus five tiers in relation to a possible future

12 | rate consolidation. In the event of a future rate consolidation, the issue of whether matching tiered

rate structures will be required can be revisited.

Tubac Water district I

I

16

17

18

19

20

For Tubac Water district 5/8 x 3/4 inch meter residential customers, the Company, RUCO and

Staff propose a three tier inverted block rate design with the first breakover point at 4,000 gallons and

the second at 20,000 gallons, with the third tier for all monthly usage over 20,000 gallons. Based on

public comment and the Colnpany's change in position on rate designate the hearing, Staff also

provided an alternative four tier rate design for Tubac Water.259 Staffs alternative design for 5/8 X

3/4 inch meter residential customers has a first breakover point lowered to 3,000 gallons, a second

lover point set at 10=000 gallons, and a third breakover point set at 20,000 gallons, with the

22 fourth tier for all monthly usage over 20>000 gallons.

The following illustrates the differing breakover points for commodity charges recommended

24 by the parries for the Tubae Water district:

Revised Direct Testimony of Company witness Thomas M. Broderick (Exh. A-I 1) at 29.

2
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Current and Company,
RUCO and Staff
proposal breakover
points

Staff 4-tier alternative
breakover points

Magruder proposal
breakover points

n/a 3,000 4,000
8,000

4,000 10,000 12,000
16,000

20,000 20,000 20,000'
24,000

over 20,000 28,000
32,000

Rx/a n/a

DOCKET NO. W-01303A-08-0427 ET AL.

1

2

3

4

5

6
over 20,000

7
I

l
I

8
40,000

over 40,000

Under Staff" s proposed revenues, Staff" s alternative four tier rate design would result in a

smaller percentage increase (approximately 17.08 percent) for average usage (11,767 gallons per l

l l month) residential customers compared to the three tier proposed design (approximately 43.62

12 percent).260

i
101

13

14

15

The ten tier rate design proposed by Mr. Magruder was not accompanied by any typical bill

analysis or proof of revenues as were the rate designs proposed by the Company, Staff and RUCO,

and the alternative rate design provided by Staff, making adoption of that proposal unworkable in this

16 case.

17 l

18

Based on die record, Staft"s alternative four tier rate design appears to best meet the needs of

the residential customers of Tubae Water district, and it will be adopted. As with the Paradise Valley

1. Vvater dlstrlct rate design, ianthe event of a future rate consohdatlon, the issue of whether matching

20 | tiered rate structures will be required can be revisited.
!21 c. Paradise Valley Water Surcharges

High Block Use,<ze Surcharge, Public Safety Surcharge, and Svstern Benefits
Surcharge

23

24
The parties are in agreement with the Company's request to eliminate the High Block Usage

Surcharge and to leave the Public Safety Surcharge set at zero. The application also included a

request for implementation of a Systems Benefit Surcharge for the purpose of financing measures to

encourage ratepayers in this district to reduce water consumption. The Town opposes the Company
27

28 260 Staff's Notice of Filing Staffs Corrected Alterative Rate Design, docketed on April 17, 2009.

25

26

22 1.
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A
L

l | proposed System Benefits Surcharge. RUC() states that while it recommends the implementation

I
of the Company proposed System Benefits Surcharge, it is sensitive to the Town's arguments

q
D opposing it.262 It is reasonable at this time to eliminate the High Block Usage Surcharge and to leave

4 the Public Safety Surcharge set at zero. The record does not support the Company's request to
I

implement a Systems Benefit Surcharge as proposed, and it therefore will not be authorized at this

6 time.
I

7 2. CAP Surcharge

8
I
I
I

263 The Company discontinued use of the Pclx-l well in May
1 I

I
I

II
I

Until recently, the Company was sourcing water from the PCX-1 well, which is owned by

3 ii Salt River Project ("SRP"), in exchange for SRI's use of Arizona-American's Paradise Valley Water

la lg district 3,231 acre feet CAP allocation. I

12 'i 2008,264 due to its trichloroethylene ("TCE") contamination. To maintain supply, the Company

13 'g added storage capacity and is replacing retired Well No. 12 with a new well to bring the district's l

14 In production capacity back to its original level of 2200 GPM.265 The Company is no longer

exchanging its 3,231 Paradise Valley Water district CAP allocation with SRP for use of the PCX~l

16
well. Instead, the Company is currently recharging the district's CAP allocation at the Tonopah

17
which is owned by the Central Arizona Water Conservation DistrictDesert Recharge Project, iI

|18

19
("CAWCD") at a cost of $8 per acre foot, and recovering it from wells in the Paradise Valley Water

'>0 district,26*'
L

The Company states that this allows it to fully utilize the district's CAP allocation in

21 alignment  with , the  Ar izona Depar tment  of Water  Resources ("ADWR")  Phoenix Act ive  I

22 Management Area ("AMA") goal of safe yield.267 The Company' states that it has plans to evaluate I
II
5

23

I
24

I
i

I

25

26

Eu Town of Paradise Valley Resolution Number l 185. A copy of Resolution No. l 185 was filed in this docket on March
1: 2009. i
262 RUCQ Brief at 15.
263 Rebuttal Testimony of Company witness John C. (Jake) Lenderking (Exh. A-21) at 7.

27 264 Direct Testimony of Staff witness Dorothy M. Hains (Exll. S-3) at 10.
3; Revised Direct Testimony of Company witness John C. (Jake) Lenderking (Exh. A~2l) at 8.

ld
267 ld.28

5

I
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1 other storage options closer to the district.268
1

2 The Company's current CAP Surcharge for the Paradise Valley Water district is $02009 per

3 thousand gallons for all residential usage in excess of 45,000 gallons per month, and for all non-

4 residential usage. The CAP Surcharge is set at a level to allow' the Company to recover SRP water

5
delivery charges and administrative charges totaling $22.62 per acre foot, annual CAP Municipal and

6
Industrial ("M&I") water service charges of $91 per acre foot, and M&I capital charges of $21 per

7
g acre 000t.269 Arizona-American proposes to lower the amount of the CAP Surcharge to account for

9 Ethe difference between the former $22.62 per acre foot SRP water delivery' and administrative

10 Ii charges and the current $8 per acre foot CAWCD storage cost. No party opposed adjusting the
a

11 surcharge amount. The Company's proposed change to the existing CAP Surcharge is reasonable I

12 and appropriate,  and will be authorized. We will order  the Company to take into account any

13
overcollection that has occurred since the date of the changes in the Company's CAP Surcharge I

414 .
costs, in calculating the lower surcharge amount.

15

16 I VIII. CTHER ISSUES

17 Tubae Water district ACRM (Tubae W'ater district)

18 provide arsenic treatment

19

Arizona-American must for  i t s  T ubae Water  dis t r ict  wa ter

supp]y.z7o The Company requests  approval of an ACRM for  the Tubac Water  distr ict  tha t  is

20

21

22

essentially identical to the ACRMs previously approved for the Company's Agua Fria Water, Havasu

Water, Paradise Valley Water, and Sun City Water districts, with the inclusion of the associated

engineering overheads, consistent with the Commission's treatment in Docket No. W-01445A-00-

23 0962.271 Arizona-American had originally included the Tubae Water district in its application that

24 resulted in Decision No. 68310, which approved an ACRM two-step rate increase process for its I

25 » Agua Fria; Havasu and Sun City West water districts, but subsequently requested that Tubae Water

26

27

28

268 ld at 9.
I 269 Rebuttal Testimony of Company witness John C. (Jake) Lenderking (Exh. A-21) at 7-8, Decision No. 68131 at 4-5.
210 Direct Testimony of Company witness Joseph E. Gross (Exh. A-I) at 8.
z 1 Revised Direct Testimony of Thomas A. Broderick (Exh. A-I 1) at25.

I

A.
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I
1 I dlstrlct be removed tram conslderamon in that proceeding due to the strong community interest in

2 pursuing alternative technologies and community interest in seeking an extension of the arsenic

compliance deadline.272 On January 18, 2008, the federal Environmental Protection Agency ("EPA")

4 denied the Company's request for a three year exemption from meeting the new MCL for arsenic.273

5 The Company is currently designing an arsenic treatment facility which should be in service by

6 summer 2010 at its Water Plant No. 5.274

'W
J

All production wells in the Tubae Water district contain arsenic levels that exceed the MCL

8 for arsenic.275 Staff believes that the installation of a granular iron media filter arsenic removal

central treatment plant is necessary.276

7

Q Staff does not recommend making a predetermination

10 '. regarding the inclusion of engineering overheads in the ACR.M.277 No party opposes the Company's

ll it ACRM request with the exception of Marshall Magruder, who opposes it because he believes that a

12 ,point-of-use system is preferable.27g The Company states that it has chosen central plant treatment

13 because it is less expensive, more thorough, and consistent with recommendations provided by the

14 Arizona Department of Environmental Quality l..ADEQ,,).279 ADEQ's Arsenic Master Plan, a

4

15 compliance guideline document for the federal arsenic regulation, does not recommend use of point

16 of use devices in public water systems the size of the Tubae Water district, serving more than 300

17 customers, due to the breakpoint for operation and maintenance costs.280 The Tubae Water district

18 had an average of 535 customers during the test year.28l

19

20
I

21

22

Uncontroverted evidence in this proceeding demonstrates that while a point of use system

would initially be less expensive to install, in the long run it would actually be more expensive,

would not treat water used for bathing and tooth brushing, would require frequent access into

customers` homes, and Would not meet ADEQ guidelines.282 We understand that the easts of |

23
8
l
I
I

24

25

26

27

28

Mwmm
213 Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 31-32.
274 Direct Testimony of Company witness Joseph E. Gross (Exh. A-l) at 8.
275 Direct Testimony of Staff witness Dorothy M. Hains (Exh. S-3) at I I.
276 rd. at 12.
217 Direct Testimony of Staff witness Gerald Becker (Exh. S-7) at 32.
27s Direct Testimony of Marshall Magruder (Exh. M-4) at 15.
279 Rebuttal Testimony' of Company witness Jeffrey W. Stuck (Exp. A-9) at 2-4.
zs ld at 5.
281 ld

281 /an at 2-5.
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1

2

complying with the federally mandated arsenic treatment requirements are high, especially' for a

district the size of the Tubae Water district. However, the Company must comply with the federal

3 mandate to reduce the arsenic concentrations in water served to its customers. The evidence

4 presented demonstrates that the Company's arsenic treatment plan was reached after consideration of

5 all its options for achieving compliance and is reasonable and appropriate, and we therefore approve

6 the Company's ACRM proposal.

7 B. Water Loss (Mohave Water, Havasu Water, and Paradise Valley Water districts)

For the Havasu Water and Mohave Water districts, which had test year water loss of 1384

9 percent and 14.39 percent respectively, Staff makes the following recommendation:

8

10

11 |
I

II

14

15

Staff recommends that the Company reduce its water loss to below 10 percent by
December 31, 2009 or before it tiles its next rate increase application and/or CC&N
application and/or financing application, whichever comes first. Staff further
recommends that the Company begin water loss monitoring and take action to ensure
water loss remains less than 10 percent immediately. If the water loss for the twelve
month period ending December 31, 2009, is greater than 10 percent, the Company
must come up with a plan to reduce water loss to less than 10 percent, or prepare a
report containing a detailed analysis and explanation demonstrating why water loss
reduction to 10 percent or less is not feasible or cost effective. Such a report shall be
docketed in this case.283

16
For the Paradise Valley Water district, which had test year water loss of 9.59 percent, Staff

17
sNakes the following recommendation:

18

19

20

21

22

Staff recommends that the Company monitor the water system closely and take action
to ensure that lost water remains less than 10 percent in the future. If the water loss at
any time before the next rate case is greater than 10 percent, the Company shall come
up with a plan to reduce water loss to less than 10 percent, or prepare a report
containing a detailed analysis and explanation demonstrating why a water loss
reduction to 10 percent or less is not feasible or cost effective. Such a report shall be
docketed in this case.284

The Company agrees with Staff that water losses should be reduced below 10 percent, but

24 does not support the Staff recommendations in the Mohave Water and Havasu Water districts in

23

25 regard to consequences for failing to accomplish the reduction before the filing of any applications at

26 the Commission.285 The Company argues that compliance may not be cost effective.2s6 Staff

27

28

23 Direct 'Testimony of Staff witness Dorothy M. Hains (Exh. S-3) at 6: 7-8.
2 ld. at 9.
ass Company Brief at 53-54, citing Rebuttal Testimony of Company witness Thomas A. Broderick (Exh. A-12) at 15-16.

12

13
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287 Surrebuttal Testimony of Staff witness Dorothy M. Hairs (Exp, S-4) at 2
res- I d
2[d
290 Staff Brief at 18.
'gt Company Brief at 54.
292

293 rd. at 7.
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l.
1 I believes the water loss data from 2004-2007 in those districts suggests that the Company has not been

2 aggressive enough in taking action to correct the water loss prob1em.287 Staff believes that its

I

3 recommendation provides an opportunity for the Company to provide a detailed report demonstrating

4 that water loss reduction to less than 10 percent is cost prohibitive and not cost effective,288 that water

5 loss reduction is a part of the Company's routine maintenance program,289 and that the Company has

6 an obligation to properly maintain its system.290

The record in this proceeding reflects that the Company is taking at least one step to address

8 water loss, by its implementation of a water meter changeout program, for which we are approving

7

*a
10 : force investment in one area, without examining all possible challenges and opponunities."29I We

I
l l |, agree that ll is the Company, and not the Commission, that makes decisions regarding infrastructure I

'|

9 increased meter depreciation expense. The Company argues that "[i]t makes no sense to essentially

17 I investments. We do DOI read the Staff recommendation as "forcing" investment in water loss

13 amelioration. Instead, the Staff recommendation, which we routinely adopt for water utilities i
I

14 demonstrating water loss issues, requires the Company to either correct the water loss problems, or to

15 provide an analysis for Commission review as to why the measures required to correct them would

16 not be feasible or cost effective. Staffs recommendations are reasonable and will be adopted, with a

17 compliance date of June 30, 2010 and with compliance filings due by July 31, 2010.

18 c. Water Use Data (all districts)

When requesting data from the Company required for Staff to review the Company's cost of

20 service study ("COSS"), Staff received inconsistent water use data from the Company.292 The water

19

21 use figures used in the Company's COSS do not Match those provided to Staff; showing as much as a

22 2 percent difference.293 The Company's witness testified that due to incompatible data systems

23 com.m1.mi.catin_s8 with each other, coupled .with problems compiling data at the gross level instead of at

24 I
!
I

26

27

ZN

28
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1

2
I
I

3

4

5

6

the public water system level, the Company submitted inaccurate information to Staff.294 Start

contends that the Company should be very concerned about not knowing with accuracy how much

water it produces and sells.295 Staff recommends that Staff be ordered to find the Company's next

rate application insufficient if, during its review' of the Company's next rate filing, Staff finds the

water use data submitted to be inaccurate, or if the water use figures used in the Company's CUSS

are not identical to those provided to Staff.296 We find Staff" s recommendation reasonable and will

7 adopt it.

The Commission remains concerned about the impacts associated with groundwater usage

9 within Arizona-American's systems and service territory. While many of Arizona~American systems

10 l are located within an AMA, several are outside these zones and are not subject to ADWR reporting

8

11 and conservation requirements.

12 conservation goals and management practices of ADVVR in all of its systems.

II
I

Accordingly, Arizona-American is not required to comply with

In light of the

13 Commission's desire to conserve groundwater in Arizona, we believe it is reasonable to require

14 'Arizona-American to submit for Commission approval within 120 days of the effective date of this

15 Decision, at least ten Best Management Practices ("BMPs") (as outlined in ADWR's Modified Non-

16 Per Capita Conservation Program), in each of the water systems that are the subject of this rate case.

17 The Company may request cost recovery of actual costs associated with the BMPs implemented.

*18 * * * * * * *

19 Having considered the entire record herein and being fully advised in the premises, the

20 Commission finds, concludes, and orders that:

21 FINDINGS OF FACT
I

On May 2, 2008, Arizona-American filed with the Commission an application for

23 increases in its rates and charges for utility service in its Agua Fria Water and Agua Fria Wastewater

24 Districts, Anthem Water and Anthem Wastewater Districts, Havasu Water District. Mchave Water

25 and Mohave Wastewater Districts, Paradise Valley Water District, Sun City West Water District and

26 Tubac Water District.

27 z94 Tr. at 201 .
zs  Staf f  Br ief  at  18.
2%  Id,  Di rec t  Tes t imony  of  S teven M.  Oleo (Exh.  S- l )  at  8.
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8. On June 2, 2008, Staff filed a Letter of Deficiency stating that Arizona-American's

I

4

2 May 2, 2008, rate application did not meet the sufficiency requirements as outlined in A.A.C Rl4-2-

3 103 and listing the items Staff required to deem the application sufficient for processing.

On June 20, 2008, the Company filed its Response to Deficiency Letter and a revised

5 application, which did not include a rate increase request for the Anthem Water District, the Anthem

6 Wastewater District, or the Agua Fria Wastewater District.

7 On July 8, 2008, by Procedural Order, intervention was granted to RUCO.

By Procedural Order issued July 29, 2008 Clearwater Hills was granted intervention.

On July 15, 2008, Arizona-American filed its Response to Informal Letter of  |

10 -| Deficiency, and on July 21 _ 2008, the Company filed its Supplemental Resprmseto Infonnal Letter of I

8
I

9 I
,I
it

ll g Ikfiuiency.
i I

I

14

15

16

On July 22, 2008, the Company filed a Notice of Change for Designated Service.

On July 23, 2008, Staff filed a letter classifying the Company as a Class A utility and

stating that, with the revisions docketed on June 20, 2008, July 15, 2008, and July 21, 2008, the

above-captioned application met the sufficiency requirements outlined in A.A.C. R14-2-l03 .

9. On July 29, 2008, a Rate Case Procedural Order was issued setting a hearing date and

17 associated procedural deadlines.

10.18

19

20

21 i

22 11.

On August 4, 2008, Staff filed a Request for Procedural Conference. Therein, Staff

stated that it would find it difficult to review the application within the timeframes set forth in the

July 29, 2008, Rate Case Procedural Order, and that Staff had attempted, unsuccessfully, to reach

agreement with the Company on an extension of those deadline dates.

On August 7, 2008, counsel for the Company filed a Notice of Change of Address.

On August 8, 2008. a second Rate Case Procedural Order was issued, stating that the

24 July 29, 2008, Rate Case Procedural Order had inadvertently set the deadline for Staff and intervenor

23 12.

25 direct testimony 48 days sooner than the default deadline provided by A.A.C. R14-2-103(B)(11)(b).

26 The August 8, 2008, Rate Case Procedural Order corrected the procedural schedule and accordingly

27 reset the fearing date in this matter to March 16, 2008.

On August 15, 2008, a telephonic procedural conference was held at the request of28
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1

2

3

4

5

6

7

8

RUCO. Counsel for the Company, Clearwater Hills, RUCO, and Staff attended. During the

procedural conference, RUCO proposed that the hearing be continued to March 19, ?009, due to

RUCQ's unavailability from March 16-18, 2009. Also during the procedural conference, counsel for

the Company indicated that due to arithmetic errors in the Company's schedules, the customer notice

set forth in the August 8, 2008, Rate Case Procedural Order incorrectly represented the rate increase

effects of its application, and stated the Company's intent to file updated schedules.

On August 18, 2008, the Company filed a Notice of Filing Revised H~2 Schedules.

On August 20, 2008, a procedural order was issued setting a Telephonic Procedural

Conference to allow the parties an opportunity to comment on proper notice to customers in each

15.

10 affected District of (1) the Company's overall revenue increase requests; and (2) the effect of the I
I

1 i Company's requests on typical residential customer bills.

16. On August 20, 2008, the Company filed a Notice of Filing Revised Mark-Up of12

13 Procedural Order.

14

15

16

17

18

19

20

A telephonic procedural conference was held as scheduled on August 22, 2008. The

Company, RUCO and Staff appeared through counsel. Clearwater Hills did not appear. Counsel tor

the Company, RUCO and Staff indicated that the information appearing in the marked-up copies of

pages 6-7 of the August 8, 2008, Rate Case Procedural Order, attached to the Company's August 20,

2008 Notice of Filing, would provide adequate and accurate public notice of the Company'

requested revenue increases, and of the effects the requests would have on average usage 5/8 by 8/4

inch meter residential customer bills .

21 18.

22

23

24

25 19.

26

A third Rate Case Procedural Order was issued on August 25, 2008> continuing the

hearing to commence on March 19: 2009: amending the associated procedural schedule, and

modifying the public notice requirements to comport with the Company's August 20, 2008 Notice of

Filing Revised Mark-Up of Procedural Order.

On October 7, 2008, the Town of Paradise Valley filed an Application to intervene,

On October 15, 2008, George E. Cocks and Patricia A. Cocks filed a Motion to
I
I

27 Intervene.

28 21.
i

By procedural order issued October 22, 2008, the Town of Paradise Valley, George E.
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1 Cocks and Patricia A. Cocks were granted intervention. I

I
2 I 22. On November 5, 2008, a Motion to Intervene was filed by Nicholas Wright, Raymond

'I
J Goldy, Lance Ryerson, Patricia Elliott, Boyd Taylor, Keith Doper, Hallie McGraw, Rebecca M.

4 Szimhardt, Wilma E. Miller, Joe M. Souza, Steven D. Colburn, Shanna Ramsay, Dennis Beamer, Ann
I

5 Robinett, Betty Noland, Don Grubbs, Liz Grubbs, Mike Kleman, Jacquelyn Valentino, Louis

6 Wilson and Ikuko Whiteford.

7 On November 7, 2008, the Company filed a Motion to Approve Additional Customer

8 Notice in order to include a Company phone number omitted from the original notice and to correct

10 11 24. On November 10, 2008, Marshall Magruder tiled a Motion to Intervene.

1 I 25 . On November 12, 2008, Commissioner Kris Mayes filed a letter in the docket |

9 the time of the scheduled evidentiary hearing.
I
'I

12 I requesting that the parties provide the Cornxnission, as part of their testimony in this case, an analysis

13 addressing die predicted impacts of statewide and select consolidation of the Company's water |

14 systems, and to propose combinations of systems where potential benefits outweigh the limitations of

i5 consolidation efforts, and an analysis of rates and operations under a statewide consolidation of the

16 Company's water systems.

17 26. On November 18, 2008, a procedural order was issued approving the additional

-18 g customer notice proposed by the Company and granting intervention to Nicholas Wright, Raymond
I

19 1 Goldy, Lance Ryerson, Patricia Elliott, Boyd Taylor, Keith Donor, Hallie McGraw, Rebecca M.

20 Szimhardt, Wilma E. Miller, Joe M. Souza, Steven D. Colburn, Shanni Ramsay, Dennis Behmer, Ann

21 Robinett, Betty Nev land, Don Gibbs, Liz Grubbs, Mike Kleman, Jacquelyn Valentino, Louis

22 | Wilson, Ikuko Whiteford, and Marshall Magruder.

23 27. On November 14, 2008, the Resorts filed a Motion to Intervene, which was granted by

24 procedural order issued November 21, 2008.

25 28. On December 4, 2008, Tom Sockwell and Andy Panasuk each Bled a Motion to |

26 Intervene.

27 29. On December 5, 2008, the Company filed a Motion to Limit Service of Documents.

28 30. On December 8 '7008, Thomas J. Ambrose filed a Motion to Intervene.
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1 31. On December 10, 2008, the Company filed a Notice of Filing Affidavit of Customer
!

2 Notice.

3

7

By procedural order issued December 12, 2008, Tom Sockwell, Andy Panasuk, and

4 Thomas J. Ambrose were each granted intervention. The December 12, 2008 procedural order also

5 ruled on the Company's Motion to Limit Service of Documents and provided a procedure to be

6 followed if interveners wished to opt out of receiving service of documents.

On December 17, 2008, the Company tiled a Notice of Filing Letter which included

8 the .CQmpany's response to Commissioner Mayes' November 10, 2008 letter regarding rate

9 | consolidation.

10 34.

11

On January 8, 2009, theCompany filed a Notice of Filing Intervenor Opt-Outs,

On January 9, 2009, Staff tiled a Motion for Extension of Time to File Direct

12 Testimony.

36.13 I On January 9, 2009, Marshall Magruder filed a Notice of Filing and Direct Testimony I

15

14 (Issues).

37. On January 9, 2009, RUCO filed the direct testimony of William A. Rjgsby, Rodney

I
I

16 L. Moore, and Timothy J. Coley.

38.17 On January 13, 2009, Staff filed the direct testimony of Gerald Becker, Gary T.

18 McMurray, Dorothy Hairs, and David C. Parcels.

39.19

20 40.

On January 15, 2009, the Company filed a Motion to Extend Filing Deadlines.

On January 20, 2009, RUCO filed the direct rate design testimony of Rodney L.

21 Moore.

41.
II

24 42, 1

25 43. i

26 44.

On January 20, 2009, Staff filed the rate design and cost of service testimony of

23 Steven M. Olea, Steve Irvine, and Marvin E. Millsap.

On January 20, 2009, the Company filed a Notice of Intervenor Opt-Outs.

On January 20, 2009, P()RA tiled an intervention request.

On January 22, 2009, Marshall Magruder filed a Motion to Extend a Filing Deadline.

On January 23, 2009, a procedural order was issued granting the requests of die I

28 Company and Marshall Magruder to extend filing deadlines and granting PORA's intervention

45.

66 DECISION NO. 71410

27

22

35.

33.

32.

I



mum l

l l

DQCK8T NO. W-01303A-08~0227 ET AL.

1 request. I

Z 46.
I

47.

5 48.

6

7

8

On January 27, 2009, Marshall Magruder filed a Notice of Filing Direct Testimony

3 (Cost of Service and Rate Design).

On February 3, 2009, the Company filed a Notice of Filing Intervenor Opt-Outs,

On February 6, 2009, Commissioner Bob Stump filed a letter in the docket stating that

it would be beneficial to hold public comment meetings locally for the benefit of customers of the

Company located in Sun City, Sun City West, Lake Havasu City, and Tubac, Arizona.

49. On February 10, 2009, Commissioner Mayes filed a letter in the docket concurring

9 with Commissioner Stump, and proposing that public comment meetings be held in Bullhead City.
I I

Ig
g

10 1 Sun City West, Casa Grande, and Tubac, Arizona.
I

11 4 50.

12 . Christopher C. Buls, Thomas M.

On February 11, 2009, the Company tiled the rebuttal testimony of Paul G. Towsley,

Broderick, Linda J. Gutowski, Sheryl L. Hubbard, Joseph E. Gross,

13 G. Troy Day, Jeffrey W. Stuck, Bradley J. Cole, Berte Villadsen, and Paul R. Herbert, and rebuttal

14 | schedules A-1, B-2, B-5, B-6, C-2, and C-3.

15 On February 18, 2009> the Company filed a letter dated February 10, 2009, to

16 Commissioner Stump indicating the dates and content of community meetings it voluntarily provided

51.

17 for its customers.

18

19 53.

On February 18, 2009, the Company filed a Notice of Filingflntervenor Opt-Outs.

On February 18, 2009, the Company filed a letter dated February 12, 2009 to Mr. Cliff

20 Cowles.

21 54.. On February 75, 2009, PORA filed a copy of data requests submitted to the Company i

22 on February 18, 2009.

55.

4
l

24

25

On February 26, 2009, a procedural order was issued ordering the Company to provide

public notice of local public comment meetings scheduled to be held in Sun City West, Arizona on

March 17, 2009 and in Tubae, Arizona on March 18, 2009.

26 56. On March 2, 2009, PORA filed a copy of data requests submitted to the Company on

28

27 February 27, 2009.

57.
I

On March 3, 2009, Marshal] Magruder filed a Notice of Filing Surrebuttal Testimony
I
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2

1 (Partlll).

58. On March 3, 2009, RUCO Hled the surrebuttal testimony of William A.Rigsb'/,

i

4

3 Rodney L. Moore and Timothy J. Coley.

59. On March 4, 2009, the Company filed a Motion for Dates Certain.

5 60. On March 11, 2009, Staff filed a request for a date certain to be set for its cost of

6 capital witness.

7 61. On March 11, 2009, the Companv ilea the rejoinder testimony of its witnesses Ian C.

8 CroQks,_.Linda J. Gutowski, Sheryl L. Hubbard, Bente Villadsen, John C. (Jake) Lenderking, and

9 rejoinder schedules. I

IG 62.

"IL. The

15 64. I
l
l

On March 12, 2009, a procedural order was issued setting dates certain for the

I 1 testimony during the hearing of certain witnesses.

63. On March 13, 2009, the pre-hearing conference was held as scheduled.

13 Company, Clearwater Hills, the Town, the Resorts, RUCO aid Staff appeared through counsel.

14 Marshall Magruder appeared on his own behalf. No other interveners appeared.

On March 13, 2009, Staff filed the surrebuttal testimony of Elijah O. Abinah.

On March 13, 2009, the Company filed a Notice of Filing Affidavit of Customer16 65.

17 Notice.

18 66.

20

On March 13, 2009, the Town filed a copy of its Resolution Number 1185, and on

19 March 17> 2009, docketed a Notice of that filing.

67, Between March 17 and March 24, 2009, the parties filed summaries of pre-filed

21 testimony.

68.22 On March 17, 2009, a public comment meeting was held as scheduled in Sun City

Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman,

24 Commissioner Sandra Kennedy, and Commissioner Bob Stump presided.

23 West, Arizona.

25 69.

26

27

On March 17, 2009, a local public comment meeting was held as scheduled in Sun

City West, Arizona. Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman,

Commissioner Sandra Kennedy, and Commissioner Bob Stump presided. Members of the public

28 appeared and provided public comment on the application.
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1 70. On March 18, 2009, a local public comment meeting was held as scheduled in Tubae,

f)4, Arizona. Commissioner Pierce, Commissioner Newman, Commissioner Kennedy, and

3 Commissioner Stump presided. Members of the public appeared and provided public comment on

4 the appl ication.

71.5 On March 19, 2009, the hearing on the appl ication commenced as scheduled. The

6 Company, the Town, the Resorts ,  PORT, RUCO and Staff appeared through counsel. Marshall

7 Magruder appeared on his own behalf .

8 appeared and provided public comment on the application .

No other interveners appeared. Members of the publ ic

9 The ev ident i a ry  port ion of  the  proceeding  commenced on March 20 ,  2009  and
I I

4I10,
I

11!

concluded on March 30, 2009.

73. On March 29, 2009, Staff filed its alternative rate design for the Paradise Valley Water

12 District and the Tubae Water District.

13 ' 74.

14

15

16 75.

17 76.

18 77. I

19 78.

79. I,

21 80.

On March 27, 2009, a procedural order was issued directing the Company to provide

public notice ofloeal public comment meetings scheduled to be held in Bullhead City, Arizona on

April 30, 2009 and in Lake Havasu City, Arizona on May l, 2009.

On April l, 2009, the Company filed a Notice of Filing Affidavits of Publication.

On April 10, 2009, the Company tiled a Notice of Filing Post-Hearing Documents.

On April 14, 2009, the Company tiled its Final Post-Hearing Schedules,

On April 15, 2009, the Company filed a Notice of Filing intervenor Opt-Out.

On April 17, 2009, Staff filed its Corrected Alternative Rate Design.

On April 17, 2009, Staff filed its Closing Schedules.

On Apri l  29 ,  2009, the Company f i led a .  Notice of Fi l ing AtNdavi t of Customer81.

23 Notice.

82. On April 29, 2009, Marshall Magruder filed his closing brief

25 | On April 30, 2009, a local public comment meeting was held in Bullhead City,

26 Arizona. Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman, Commissioner |

27 Sandra Kennedy, and Commissioner Bob Stump presided. Members of the public appeared and

83.

28 provided public comment on the application.
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1 84. On May 1, 2009, a local public comment meeting was held in Latke Havasu City,

2 Arizona. Chairman Mayes, Commissioner Gary Pierce, Commissioner Paul Newman, Commissioner

3 Sandra Kennedy, and Commissioner Bob Stump presided. Members of the public appeared and

5

4 provided public comment on the application.

85. On May 1, 2009, the Company, Staff and RUCO filed their closing briefs.

On May 7, 2009, the Company docketed a letter to the Commissioners dated May 7,6 86.

7 2009

8 87. On May 15, 2009, the Company, RUCO and Staff filed their reply briefs.

88. On May 19, 2009, PORA filed its closing brief.9
x

lo g
. I
11

89, On May 19, 2009~ Marshall Magruder filed his reply brief.
I
I

90. Between June 5, 2008: and October 20, 2009: 1,832 written public comments were I

12 in tiled in opposition to the Company's requested rate increases in the districts.

91. The fair value rate base of the Agua Fria Water district is $6l,830,329.

14 The fair value rate base of the Havasu Water district is 33,996,771 .

15 93. The fair value rate base of the Mohave Water district is $9,229,661

16 94. The fair value rate base of the Paradise Valley Water district is $37,075,690
I

17 95. The fair value rate base of the Sun City West Water district is $38,365,090.

18 96. The fair value rate base of the Tubae Water district is $1 ,437;084.

19 97. The fair value rate base of the Mohave Wastewater district is $2,836, 120.

20 98. A fair value rate of return for the Arizona-American districts of 7.33 percent is

21 reasonable and appropriate.

22 99. The revenue increases requested by the Company for the districts would produce an

23 excessive return on FVRB .

24 100.

101.

The gross revenues ,of the Agua Fria Water district should increase by $2,875,120

Under the rates adopted herein, an average usage (7,400 gallons/month) Agua Fria

26 Water district residential customer on a 5/8 x 3/4-inch meter will experience an increase of $6.26,

27 approximately 25.93 percent, from $24.16 per month to $80.47 per month.

The gross revenues of the Havasu Water district should increase by $265,007 .28 102.

25

13

92.
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1 103.

'vL

Under the rates adopted herein, an average usage (9,705 gallons/month) Havasu Water

district residential customer on a 5/8 x 3/4-inch meter will experience an increase of $13.50,

4 104.

3 approximately 36.90 percent, from $36.59 per month to $50.09 per month.

The gross revenues of the Mohave Water district should increase by $152,411 1.

Under the rates adopted herein,  an average usage (8,073 gallons/month) Mohave

6 Water district residential customer on a 5/8 x 3/4-inch meter will experience an increase of $0.57, I

7 approximately 3.24 percent, from $17.44 per month to $18.01 per month.

5 105.

8 106. The gross revenues of the Paradise Valley Water district should increase by $958,940.

Under the rates adopted herein, an average usage (20,493 gallons/month) Paradise

10 | Valley Water district residential customer on a 5/8 x 3/4-inch meter will experience an increase of

1! $5.78, approximately l 1.76 percent, from $49.20 per month to $54.98 per month.

OJ 107.

:

I

I

12 108.
I
I

109.

The gross revenues of the Sun City West Water district should increase by $3,439,746.

Under the rates adopted herein, an average usage (6,704 gallons/mondi) Sun City

14 West Water district residential customer on a 5/8 x 3/4-inch meter will experience an increase of

15 331291, approximately 66.11 percent, from $19.51 per month to $32.42 per month.

16 110. The gross revenues of the Tubae Water district should increase by $221 ,454.

Under the rates adopted herein, an average usage (11,797 gallons/month) Tubac Water

18 distr ict  resident ia l customer  on a  5/8 x 3/4-inch meter  will exper ience an increase of $8.55,

171 111.

19 approximately 17.08 percent, firm $50.04 per month to $58.59 per month.

20 112.

21 113.

The gross revenues of the Mohave Wastewater district should increase by $110,296.

Under the rates adopted herein,  residential customers in the Mohave Wastewater

22 district will experience a rate increase of $6.90 per month, approximately 13,90 percent, from $49.65

23 to$56.55.

24 114. The C`ompany.shail not file a permanent rate application prior to January 1, 201 1, for

25 the Mohave Wastewater District.

26 115. The rate designs adopted herein are just and reasonable.

This docket should remain open for the limited purpose of consolidation in the

28 Colnpany's next rate case with a separate docket in which a revenue~neutra1 change to rate design of

27 116.
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1

2

3

4

5

all the Company's water districts or other appropriate proposals or all the Company's water and

wastewater districts or other appropriate Proposals may be considered simultaneously, after

appropriate public notice, with appropriate opportunity for informed public comment and

participation.

117.

6

7

8

9

10

The Company should be ordered to lower the amount of its existing CAP Surcharge

for the Paradise Valley Water district to account for the difference between the former $22.62 per

acre foot SRP water delivery and administrative charges and the current $8 per acre foot CAWCD

storage cost, taking into account any overcollection that has occurred since the date of the changes in

the Colnpany's CAP Surcharge costs.

118. The ACRM as presented 'm the application for the Company's Tubac Water district

1] 'should be approved, without any predetermination regarding engineering overheads.

12 119. The Common Facilities Hook-Up Fee (Water) Tariff Schedule for the Company's

13

14

15 120.

16

17

18

19

20

Agua Prim district proposed by the Company and attached hereto as Exhibit A is reasonable and

should be adopted.

Under the unique circumstances of this case, the Company's proposal to defer

incremental White Tanks Plant O&M costs as a regulatory asset is appropriate and should be

allowed. The accounting order language proposed by the Company should be modified to clarify that

the reasonableness of the defered O&M expenses will be assessed in the Company's next Agua Fria

district rate tiling, and that the deferral shall be allowed only while Arizona~American is the sole

owner and operator of the White Tanks Plant.

21 121.

22

23

The Company proposed specific accounting entries, as set forth in the discussion

herein, which will allow the Company to continue to offset the actual and remaining costs of the

White Tanks Plant, including accumulated AFUDC, by available incremental hook-up fees which are

24 recommended to be not subject to offset in this proceeding and which are collected under the

25 Common Facilities Hook-Up Fee (Water) Tariff Schedule for the Company's Agua Fria Water

26

27

28

district, and to record post-in-service AFUDC after the White Tanks Plant goes into service for the

plant costs that are in excess of the hook-up fees collected and recommended not to be subject to

offset in divs proceeding, and to defer post-in-service depreciation expense in excess of the associated
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1 amortization of those hook~up fees. The accounting entries proposed by the Company present a ,

2 reasonable means, pending the Company's next rate filing for the Agua Fria Water district, of

3 permitting the Company to recover its White Tanks Plant capital costs on an on-going basis, and I

4 diereby avoid a reduction in earnings, while providing a benefit to ratepayers by minimizing post-in-

5 service AFUDC and deferred depreciation expense. The necessity of continuing these accounting

o procedures should be addressed in the Company's next rate tiling for its Agua Fria Water district.

'7I v s1.4.1.4 For its Mohave Water district and Havasu Water district, the Company should be

8 required. to. reduce its water loss to below 10 percent by June 30, 2010 or before it files its next rate

9 increase application and/or CC&N application and/or financing application, whichever
i
ii
l

comes first,

I() 'and to begin water loss monitoring and take action to ensure water loss remains less than 10 percent

l l immediately. If the water loss for the twelve month period ending June 30, 2010, is greater than 10

12 I percent, the Company should be required to formulate a-plan to reduce water loss to less than 10

13 percent, or prepare a report containing a detailed analysis and explanation demonstrating why water

14 loss reduction to 10 percent or less is not feasible or cost effective, and to docket in this case, no later

15 than July 31, 2010, either the plan, the report, or notification that its water loss has been reduced

16 below 10 percent.

17

18

19

20

21

For its Paradise Valley Water district, the Company should be required to monitor the

system closely and take action tonsure that lost water remains less than l0percent in the future, and

if the water loss at any time before the next rate case is greater than 10 percent, the Company should

fonnulate a plan to reduce water loss to less than 10 percent, or prepare a report containing a detailed

analysis and explanation demonstrating why a water loss reduction to 10 percent or less is not

22 feasible or cost effective, and should docket in this case prior to the filing of its next rate case either

23 the plan, the report, or notification that its water loss has remained below 10 percent.

Staff" s recommendation that Staff be ordered to find the Company's next rate24 124.

25

26

27

28

application insufficient if, during its review of the Company's next rate tiling, Staff finds the water

use data submitted to be inaccurate, or if the water use figures used in the Company's COSS are not

identical to those provided to Staff; is reasonable and should be adopted.

The Maricopa County Environmental Services Division ("MCESD")-has determined125.
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2

*s
J

l that the Agua Fria, Paradise Valley and Sun City West Water districts are currently delivering water

that meets the water quality standards required by A.A.C. Title 18, Chapter 4.

ADEQ has determined that the Havasu, Mohave, and Tubae Water districts are126.
i
1

4

5

6

7

currently delivering water that meets the water quality standards required by A.A.C. Title 18, Chapter

4. ADEQ has granted the Company a waiver of the arsenic MCL violation for the Tubac Water

district while the Company works to address the problem.

The Mohave Wastewater district is in full compliance with ADEQ for operation and127.

8 maintenance, operator certification and discharge permit limits.

198. The Agua Fria, Paradise Valley, and Sun City West Water districts are within the |
I

110 Phoenix AMA and are in compliance with ADWR requirements governing water providers.
i

11 I 129. The Tubac Water district is within the Santa Cruz AMA and is in compliance with
I
i

12 ADWR requirements governing water providers.

]30. The Havasu Water and Mohave Water districts are not within any ADWR AMA and13

i

15

17 132.

19

14 are in compliance with the ADWR requirements governing water providers.

131. The Agua Fria, Havasu, Mohave, Paradise Valley, Sun City West, and Tubae Water

16 districts have approved cross connection tariffs. i

The Agua Fria, Havasu, Mohave, Paradise Valley, Sun City West, and Tubac Water

18 districts have approved curtailment tariffs.

The Agua Fria, Havasu, Mohave, Paradise Valley, and Sun City West Water districts 1133.

21

20 have no outstanding compliance issues with the Commission.

For the Mohave Wastewater district, Staff recommends approval of the Off-Site134.

22 Facilities Hook-Up Fee ("OF HF") Tariff set' forth in Exhibit C, attached hereto and incorporated i
I

23 herein by reference, and recommends approval of the OF HF fees and reporting requirements. Staff

24 further recommends that-the Company be required to submit a calendar year Off-Site Facilities Hook-

25 Up Fee status report each January 31 to Docket Control for the prior 12 month period beginning

26 January 31: 2010, until the Off-Site Facilities Hook-Up Fee Tariff is no longer in effect. Staff

27 recommends that the status report shall contain a list of at! customers who have paid the hook-up fee

28 tariff, die amount each has paid, the amount of money spent from the account, the amount of interest

IuI
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earned on the tariff account, and a list of all facilities that have been installed with the tariff funds

2 during the. 12-month period, with the first report covering the timeframe from inception of the tariff

3 through December 31, 2009. Staffs recommendations should be approved, except that the first status

4 report should be due on January 31, 2011, covering the period from the inception of the tariff through

5 December 31, 2010.

6 135.

7

8

In its application, the Company indicated its interest in developing a low-income

program for the districts in its rate application. The Commission supports the Company in this |

endeavor and accordingly will require that the Company, worldng with Staff, develop and file a low-

income tariff in this docket by December 3 l, 2009, for Commission consideration.

10 CONCLUSIONS OF LAW

1 1 Arizona-American is a public service corporation pursuant to Article XV of the I

12 Arizona Constitution and A.R.S. §§40-250 and 40-25 l .

18 The Commission has jurisdiction over Arizona-American and the subject matter of the

14 application.

15 'W
J . Notice of the proceeding was provided in conformance with law.

16 The fair value of Arizona-American's Agua Fria Water Districtls rate base is

17 $61 ,830,329- and applying a 7.33 percent fair value rate of return on this fair value rate base produces

18 rates and charges that are just and reasonable.

The fair value of Arizona-A1nerican's Havasu Water district's rate base is 8$3,996,77l,19

\

1
I
I

20 and applying a 7.33 percent fair value rate of return on this fair value rate base produces rates and

21 charges that are just and reasonable.

The fair value of Arizona-American's Mohave Water district's rate .base is \I
I 6.

23 $9,229,661 and applying a 7.33 percent fair value rate of return on this fair value rate base produces

24 rates and charges that are just and reasonable,

25 The fair value of Arizona-Americanls Paradise Valley Water district's rate base is

26 $37,075,690, and applying a 7.33 percent fair value rate of return on this fair value rate base produces

27 rates and charges that are just and reasonable.
I

28 8. The fair value of  Arizona-American's Sun City West Water district 's rate base is

I
I
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1

2

q
J

4

5

6

$38,365,090, and applying a 7.33 percent fair value rate of return on this fair value rate base produces

rates and charges that are just and reasonable.

The fair value of Arizona-American's Tubac Water district's rate base is $1,437,084,

and applying a 7.33 percent fair value rate of return on this fair value rate base produces rates and

charges that are just and reasonable.

The fair value of Arizona-American's Mohave Wastewater district's rate base is10.

7

8

9

10

11

12 13.

13

14

15

$2,836,120 and applying a 7.33 percent fair value rate of return on this fair value rate base produces

rates and charges that are just and reasonable.

It is reasonable and in the public interest to order the Company not to file a permanent

rate application prior to January 1, 2011, for the Mohave Wastewater District.

12. The rates and charges approved herein are reasonable.

It is reasonable and in the public interest to keep this docket open for the limited

purpose of consolidation in the Company's next rate case with a separate docket in which a revenue-

neutral change to rate design of all the Company's water districts or other appropriate proposals or all |

the Company's water and wastewater districts or other appropriate proposals may be considered

16

17

18 14,

19

20

simultaneously, after appropriate public notice, with appropriate opportunity for informed public

comment and participation. I

It is reasonable and in the public interest to adopt the Common Facilities Hook-Up Fee

(Water) Tariff Schedule for the Colnpany's Agua Fria district proposed by the Company and attached

hereto as Exhibit A.

Under the unique circumstances of this case, it is reasonable and in the public interest

22 to allow the Company to defer White Tanks Plant O8LM expenses as a regulatory asset, and to

23 modify the accounting order language proposed by the Company to clarify that the reasonableness of

24 the deferred O&M expenses will be assessed in the Company's next Agua Fria district rate filing, and l

25 that the deferral shall be allowed only while Arizona-American is the sole owner and operator of the

21 15.

26 White Tanks Plant.

27 It is reasonable and in the public interest to approve the specific accounting entries

28 proposed by' the Company, as described in Findings of Fact No. 121 above. Further, it is reasonable

16.
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1 and in the public interest to require that the necessity of continuing these accounting procedures be

2 addressed in the Company's next rate tiling for its Agua Fria Water district.

It is reasonable and in the public interest to order the Company to lower the amount of

4 its existing CAP Surcharge for the Paradise Valley Water district to account for the difference

5 between the former $22.62 per acre foot SRP water delivery and administrative charges and the

6 current $8 per acre foot CAWCD storage cost, taking into account any overcollection that has

7 occurred since the date of the changes in the Company's CAP Surcharge costs.

qJ

It is reasonable and in the public interest to approve the Company's ACRM proposal

9 for its Tubae Water district as presented in the application, without any predetermination regarding

8 18.

10 §.engincering overheads.
.
i

11 19. It is reasonable and in the public interest to require the Company, for its Mohave

12 Water district and Havasu Water district, to reduce its water loss to below 10 percent by June 30,
4

13 2010 or before it files its next rate increase application and/or CC&N application and/or financing

14 application, whichever comes first, and to begin water loss monitoring and td<e action to ensure

15 water loss remains less than 10 percent immediately. If the water loss for the twelve month period

16 ending June 30, 2010, is greater than 10 percent, it is reasonable and in the public interest to require

17 the Company to formulate a plan to reduce water loss to less than 10 percent, or prepare a report

18 containing a detailed analysis and explanation demonstrating why water loss reduction to 10 percent

19 or less is not feasible or cost effective, and to docket in this case ho later than July 31, 2010, either

20 the plan, the report, or notification that its water loss has been reduced below 10 percent.

It is reasonable and in the public interest to require the Company. for its Paradise

22 Valley Water district, to monitor the system closely and tice action to ensure that lost water remains

23 less than 10 percent in the future, and if the water loss at any time before the next rate case is greater

24 than 10 percent, to formulate a plan to reduce water loss to less than 10 percent, or prepare a report

25 containing a detailed analysis and explanation demonstrating why a water loss reduction to 10

I

26 percent or less is not feasible or cost effective, and to docket 'm this case prior to the filing of its next

27 rate case either the plan, the report, or notification dirt its water loss has remained below 10 percent.

It is reasonable and in the public interest to require Staff to find the Company's next28 f>1.

21

Il

20.

17.
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I

1 rate application insufficient if, during its review of the Company's next rate filing, Staff Ends the

2 water use data submitted to be inaccurate, or if the water use figures used in the Company's COSS

3 are not identical to those provided td Staff.

4

5

6

' I
I

It is reasonable and in the public interest to approve the Off~Site Facilities Hook-Up

Fee Tariff attached hereto as Exhibit C as recommended by Staff, and to approve the reporting

requirements set forth therein, except that the first calendar year Off-Site Facilities Hook-Up Fee

status report should be due on January 8 l , 2011 arid should cover the timeframe from inception of the

8 tariff through December 31,2010.

ORDER

IT IS THEREFORE ORDERED that Arizona-American Water Company is hereby authorized

11 and directed to file with the Commission, on or before November 30, 2009, the schedules of rates and

12 charges attached hereto and incorporated herein as Exhibit D, which shall be effective for all service

13 rendered on and after December 1, 2009.

10

14

15

16

17

18

IT IS FURTHER ORDERED that this docket shall remain open for the limited purpose of

consolidation in the Company's next rate case with a separate docket in Which a revenue-neutral

change to rate design of all Arizona-American Water Company's water districts or other appropriate

proposals or all Arizona-American's water and wastewater districts or other appropriate proposals

may be considered simultaneously, after appropriate public notice, with appropriate opportunity for

19

shall commence a dialogue with its

21 customers as soon as practicable, and will initiate town hall-style meetings in all of its service

20

informed public; corrunent and participation.

IT IS FURTHER ORDERED that the Company

22 territories to begin cornrnunicating with consumers the various impacts of system consolidation in

23 each of those service territories, and to collect feed-back from consumers on such consolidation.

24 IT IS FURTHER ORDERED that Arizona-American Water Company shall tile, along with

25 the new schedules of rates and charges ordered above, a copy of the Common Facilities Hook-Up. Fee

26 (Water) Tariff Schedule for the Company's Agua Fria district as it appears in Exhibit A, attached

27 hereto, and a copy of the Off-Site Facilities Hook-Up Fee Tariff for its Mohave Wastewater district

28 as it appears in Exhibit C, attached hereto.

9

I
!

22.
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I
1 IT IS FURTHER ORDERED that the first calendar year Off-Site Facilities Hook-Up Fee

2 status report for the Mohave Wastewater district shall be due on January 31, 2011, covering the

4

3 timeframe from inception of the tariff through December 31 , 2010.

IT IS FURTHER ORDERED that Arizona-American Water Company shall lower the amount

5 of its existing CAP Surcharge for the Paradise Valley Water district to account for the difference

6 between the former $22.62 per acre foot SRP water delivery and administrative charges and the

7 current $8.00 per acre foot CAWCD storage cost, taking into account any overcollection that has

8 | occurred since the date of the changes in the Company's CAP Surcharge costs.

IU l implement. the ACRM for its Tubac Water district as presented in the application, but without any |

i1I g I

12

9 IT IS FURTHER ORDFRED that Arizona-American Water Company is hereby authorized to i
I.
I

g predetenninadon regarding engineering overheads.

[T IS FURTHER ORDERED that Arizona-American Water Company is hereby authorized to
I

13 defer incremental operating and maintenance expenses related to the operation of the White Tanks

I , . . , . .
14 Plant commencing wlth the in-servlce date through and unt11 the date at issuance of a rate order that

15 considers the reasonableness of such expenses as recoverable operating expenses, in accordance with P

16 the following:

17 (1)

18 of the White Tanks Plant.

The deferral shall be allowed only if Arizona-American is the sole owner and operator

.
1

19 I Arizona-American Water Company shall defer for consideration of future recovery

20 White Tanks Plant expenses to include: labor and labor-related benefits associated with personnel to

21 'operate the White Tanks Plant, power costs, chemicals, waste disposal expenses, operating supplies,

22 land any other expenses directly associated with the operation of the White Tanks Plant. These

23 expenses shall be tracked and recorded in a deferral account limited exclusively to White Tanks Plant

24 costs.

25 I (3) Arizona-American Water Company shall offset the amount deferred by all operating

26 cost savings realized elsewhere in the Company's Agua Fria system that result from the reduction in

27 water production from existing groundwater sources displaced by treated surface water from the

28 1 White Tanks Plant. Arizona-American Water Company shall track such operating cost savings

79 DECTSIUN NO. 7141Q_,__

I



DOCKET NO. w-01303A-08_0227 ET AL.

quarterly in sufficient detail to facilitate a subsequent audit and reasonableness review in its next

Agua Fria District rate tiling proceeding, and shall include with that rate filing a report detailing the

3 deferred expenses and associated savings for review in that proceeding.

4 (4) Arizona-American Water Company shall tile annually, during die period prior to the

5 date of issuance of a rate order that considers the authorized deferred expenses as recoverable

6 operating expenses, an earnings test for die Agua Fria Water district, so that in the event the

1

2

7

8 amount of the deferral can be reduced to bring earnings down to the authorized return.

9 (5) In accordance wide this Ordering Paragraph, Arizona-American Water Company shall

10 be authorized to :

11 . a. defer the sum of its White Tank Plant's Operations and Maintenance expenses

12 less the realized cost savings resulting from production shifts as a regulatory asset in Account 186,

Company would earn more than its authorized return on rate base as a result of the deferral, the

13 Miscellaneous Deferred Debits,

14 b.

I

accrue interest on the outstanding deferred Operations and Maintenance

15 expense balance at its prevailing short-term interest rate,

16 beginning on the date of issuance of a rate order that considers the authorized

17 deferred expenses as recoverable operating expenses, amortize the allowed amount of the regulatory

18 asset over a reasonable time period to be determined in dirt rate order, and include such amortization

19 as a recoverable expense.

20 IT IS FURTHER ORDERED that the proposed specific accounting entries, as described in

21 Findings of Fact No. 121 above, are hereby approved.

22 IT IS FURTHER ORDERED that the necessity of continuing the accounting procedures

23 approved in the prior Ordering Paragraph shall be addressed in the Company's next rate filing for its

24 Agua Fria Water district.

25 IT IS FURTHER ORDERED that Arizona-American Water Company shall, for its Mohave

26 Water district and Havasu Water district, reduce its water loss to below 10 percent by June 30, 2010

27 or before it files its next rate increase application and/or CC&N application and/or financing

28 application, whichever comes first, and shall begin water loss monitoring and take action to ensure

I

c.
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1

2

3

4

water loss remains less than 10 percent immediately. If the water loss for the twelve month period

ending June 30, 2010, is greater than 10 percent, the Company shall formulate a plan to reduce water

loss to less than 10 percent, or prepare a report containing a detailed analysis and explanation

demonstrating why water loss reduction to 10 percent or less is not feasible or cost effective, and

shall docket in this case, no later Man July 31, 2010, either the plan, the report, or notification that its

water loss has been reduced below 10 percent.

7 IT IS FURTHER ORDERED that Arizona-American Water Company shall, for its Paradise

8 Valley Water district monitor the system closely and take action to ensure that lost water remains less

9 than 10 percent in the suture. If die water loss at any time before the next rate case is greater than 10

10 percent, the Company shall formulate a plan to reduce water loss to less than 10 percent, or prepare a

l l report containing a detailed analysis and explanation demonstrating why a water loss reduction to 10

12 percent or less is not feasible or cost effective, and shall docket in this case prior to the filing of its

13 next rate case either the plan, the report, or notification that its water loss has remained below 10

14 percent.

15 IT IS FURTHER ORDERED that Arizona-American Water Company shall not file a

16 permanent rate application prior to January 1, 2011, for the Mohave Wastewater District.

17 IT IS FURTHER ORDERED that Arizona-American shall work with Staff to develop and file

18 a low-income tariff for Commission consideration in this docket by December 31, 2009, for

19 Commission consideration.

20 IT IS FURTHER ORDERED that Staff shall find Arizona-American Water Company's next

21 rate application insufficient if, during its review of the filing, Staff finds the water use data submitted

22 to be inaccurate, or if the water use figures used in the Company's cost of service study are not

23 identical to those provided to Staff

24

5

6

25

26

27

28
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1

1 IT is FURTHER ORDERED that Arizona-American shall submit within 120 days of the

leftectlve dale of this Declslon at least ten Best Management Practices (as outlined in ADWR's II
3 Modified Non-Per Capita Conservation Program) in each of the water systems that are the subject of

4 this: rate case to Docket Control for Commission approval. The Company may request cost recovery

5 of actual costs associated with the BMPs implemented.

611 IT IS FURTHER ORDERED that this Decision shall become effective immediately .

BY ORDER OF THE ARIZONA CORPORATION COMMISSION .
I
I.
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9
Jeff Crockett
Robert Melli .
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One Arizona Center
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1700 West Washington Street
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DOCKET NO. W-0l303A-08-0227 ET AL.

EX]iI]8IT A

TARIFF SCHEDULE

UTILITY :
DOCKET NO .

DECISION no.
EFFECTIVE DATE:

COMMON FACILITIES HOOK-UP FEE (WATER)
AGUA FRIA WATER DISTRICT

1. Purpose and Applicabiiitv

The purpose of the Common Faci l i t ies hook-up fee payable to Arizona-Arnerican Water

Company ("`the Company") pursuant to this tari f f  is to eqLu'tably apportion the costs of

constructing additional common water facility infrastructure, including the White Tanks Surface

Water Treatment Facility, to provide water production, delivery, treatment, storage and pressure

among all new service connections. These charges are applicable to all new service connections

established ajier the effective date of this tariff The charges are one-time charges and are

payable as a condition to the Company's establishment of service, as more particularly provided

below.

II. Definitions

Unless die context otherwise requires, the definitions set forth in R-I4-2-401 of the Arizona
Corporation Commission's ("Commission") mies and regulations governing water utilities shall
apply interpreting this tariff schedule;

"Applicant" means any poNy entering into an agreement with the Company for the installation of

water facilities to serve new service connections, and may include developers and/or builders of

new residential subdivisions.

"Main Extension Agreement" means any agreement whereby an Applicant, Developer
and/or Builder agrees to advance the costs of the installation of water facilities, which may
include Common Facilities, to the Company to serve new service connections, or install
water facilities to serve new service connections and transfer ownership of such water
facilities to the Company, in either case which agreement shall require the approval of the
COmmission pursuant to A.A.C. R-14-2-406, and shall have the same meaning as "Water
Facilities Agreement" or "Line Extension Agreement."

"Common Facilities" means (i) all wells, including engineering and design costs, and (ii)
storage tanks, production, treatment, booster pumps, pressure tanks, transmission mains and
related appurtenances, including engineering and design costs, constructed for the benefit of
the entire water system and not for the exclusive use of the Applicant's development.

"Service Connection" means and includes dl service connections for single-family residential or
other uses, regardless of meter size,

Page l of 4 pages
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COMMON FACILITIES HOOK-UP FEE TABLE

Meter Size
Size

Factor
Component A
Offset Eligible

Component B
Not Offset Eligible

Total Fee

5/8" x 3/4" 1 $1,150.00 $2,130.00 $3,280.00
3/4" 1.5 $1,725.00 $3, 195.00 $4,920.00

2.5 $2,875.00 $5,325.00 $8,200.00

1-1/2" 5 $5,750.00 $10,650.00 $16,400.00
2 " 8 $9,200.00 $17,040.00 $26,240.00

16 $18,400.00 $34,080.00 $52,480.00

25 $28,750,00 $53,250.00 $82,000.00

6" or larger 50 $57,500.60 $106,500.00 $164,000.00

l l l l l _  I

J.l\J\.).1.\.LJJ. J.\\.»r a iv \J-I-~..J\.J-..ILL V u v a -z . .  I 4.14. .4.;..1-.: I

III. Common Facilities Water Hook-up Fee

For each new service connection, the Company shal l  col lect a Common Faci l i t ies hook-
up fee derived from the following table:

i v . Terms and Conditions

(A) Assessment of One Time Common Facilities Hook-up Fee: The Common Facilities
hook-up fee may be assessed only once per parcel, service connection, or lot within a
subdivision (similar to meter and service line installation charge).

(B) Use of Common Facilities Hook-uD Fee: Common Facilities hook-up fees may only
be used to pay for capital items of Common Facilities, or for repayment of loans obtained for
installation of Common Facilities. Common Facilities hook-up fees shall not be used for
repairs, maintenance, or operational purposes.

(C ) Time of Payment:

1) In the event that the Applicant that will be constructing improvements is required to
enter into a Main Extension Agreement, payment of the Common Facilities hook-up
fees required hereunder shall be made by the Applicant no later Man within 15
calendar days alter receipt of notif ication from the Company that the Utilities
Division of the Arizona Corporation Commission has approved the Main Extension
Agreement in accordance with R-14-2-406(M).

2) In the event that the Applicant for service is not required to enter into a Main
Extension Agreement, the charges hereunder shall be due and payable at the time the
meter and service line installation fee is due and payable.

(D) Common Facilities Construction Bv Developer: The Company and Applicant may
agree to construction of Common Facilities necessary to serve a particular development by
Applicant which facilities are then conveyed to the Company. In that event, Company shall
credit the total cost of such Common Facilities as an offset to Component A of the Common
Facilities hook-up fees due under this Tariff If the total cost of the Common Facilities

P a g e  2  o f  4  p a g e s
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DOCKET NO ¢  W-01303A-08-0227 ET AL 1

constructed by Applicant and conveyed to Company is less than the applicable Component A
of the Common Facilities hook-up fee due under this Tariff; Applicant shall pay the
remaining amount of Component A of the Common Facilities hook-up fees owed hereunder.
If the total cost of the Common Facilities contributed by Applicant, Developer or Builder and
conveyed to Company is more than the applicable Component A of die Common Facilities
hook-up fees under this Tariff, Applicant shall be refunded the difference upon acceptance of
the Common Facilities by the Company. The Company and Applicant may agree to
construction of additional facilities that are not Common Facilities, the cost of which shall
not be subject to offset under this paragraph IV.D, but which will be subject to remind under
R14-2-406(D).

(E) Failure to Pav Charges; Delinquent Payments: The Company will not be obligated to
provide water service to any Applicant or other applicant for service in the event that such
Applicant or other applicant for service has not paid in hill all charges hereunder. Under no
circumstances will the Company set a meter or otherwise allow service to be established if
the entire amount of any payment has not been paid.

(F) Large Subdivision Projects: In the -event that the Applicant is engaged in the
development of a residential subdivision containing more than 150 lots, and is a party to a
Main Extension Agreement with the Company for such development, the Company may, in
its discretion, agree to payment of the Common Facilities hook-up fees in installments. Such
installments may be based on the residential subdivision development's phasing, and should
attempt to equitably apportion the payment of charges hereunder based on the Applicant's
construction schedule and water service requirements.

(G) Common Facilities Hook-Up Fees Non-refundable: The amounts collected by the
Company pursuant to the Common Facilities hook-up fee tariff shall be non-refundable
contributions in aid of construction,

(H) Use of Common Facilities Hook-Up Fees Received: All funds collected by the
Company as Common Facilities hook-up fees shall be deposited into a separate interest
bearing trust account and used solely for the purposes of paying for the costs of the Common
Facilities including repayment of loans obtained for the installation of Common Facilities
that will benefit the entire water system.

(I) Common Facilities Hook-up Fee in Addition to On-site Facilities: The Common
Facilities hook-up fee shall be in addition to any costs associated with the construction of on-
site facilities or other additional facilities under Paragraph WD, above, under a Main
Extension Agreement.

(J) Disposition of Excess Funds: After all necessary and desirable Common Facilities
are constructed utilizing iimds collected pursuant to the Common Facilities hook-up fees,
or if the Common Facilities hookup fee has been terminated by order of the Arizona
Corporation Commission, any funds remaining in the trust shall be refunded. The
manner of the refund shall be determined by the Commission at the time a refund
becomes necessary.

Page 3 of 4 pages 71410
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(L) Status Reporting Requirements to the Commission: The Company shall submit a
calendar year Common Facilities hook-up fee status report each January 31 to Docket
Control for the prior twelve (12) month period, beginning January 31, 2011, until the
Common Facilities hook-up fee tariff is no longer in effect. This status report shall contain a
list of all customers that have paid the Common Facilities hook-up fee tatifg the amount each
has paid, the amount of money spent from the account, the amount of interest earned on die
tariff account, and a list of all facilities that have been installed with die tariff funds during
the 12 month period.

K ) Fire Flow Requirements: In the event the Applicant has fire flow requirements
that require additional facilities beyond those facilities whose costs were included in the
Common Facilities hook-up fee, and which are contemplated to be constructed using the
proceeds of the Common Facilities hook-Up fee, the Company may require the Applicant
to install such additional facilities as are required to meet those additional tire f low
requirements, as a non-reMndable contribution, in addition to paying the Common
Facilities hook-up fee.

\
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DOCKET NO • W-0l303A-08-0227 ET AL.

EXHIBIT C

FIGURE 7
TARIFF SCMEULE

UTILITY: Arizona-
DOCKET NO.: WS-0l303A-

American Water Company - MOHAVE WASTEWATERDECISION NO.

08-0227 DISTRICT EFFECTIVE DATE:

GFF-SITE FACILITIES HUGK-UP FEE

I. Purpose and Applicability

The purpose of the off-site facilities hook-up fees payable to Arizona-American Water Company
. - Mohave Wastewater District ("the Company") pursuant to this ml? is to equitably apportion
the costs of constructing additional off-site facilities to provide wastewater treatment plant
facilities among all new service laterals. These charges are applicable to all new service laterals
established after the effective date of this tariff The charges are one-time charges and are
payable as a condition to Company's establishment of service, as more particularly provided
below.

Definitions

Unless the context otherwise requires, the definitions set forth in R-14-2-601 of the Arizona
Corporation Co1;nrnission's ("Commission") rules and regulations governing sewer utilities shall
apply interpreting this tariff schedule.

"Applicant" means any party entering into an agreement with Company for the installation of
wastewater facilities to serve new service laterals, and may include Developers and/or Builder of
new residential subdivisions. .

"Company" means Arizona-American Water Company - Mohave Wastewater District -

"Collection Main Extension Agreement" means any agreement whereby an Applicant, Developer
and/or Builder agrees to advance the costs of the installation of wastewater facilities to the
Company to serve new service laterals, or install wastewater facilities to serve new service
laterals and transfer ownership of such wastewater facilities to the Company, which agreement
does not require the approval of the Commission pursuant to A.A.C. R-14-2-606, and shall have
the same meaning as "Wastewater Facilities Agreement

"Off-site Facilities" means the wastewater treatment plant, sludge disposal facilities, effluent
disposal facilities and related appurtenances necessary for proper operation, including
engineering and design costs. Offsite facilities may also include lift stations, transportation
mains and related appurtenances necessary for proper operation if these facilities are not for the
exclusive use of the applicant and benefit the entire wastewater system.

11.

Page l of  3 pages DEGISIQN NG.
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TREATMENT PLANT HOOK-UP FEE TARIFF TABLE

SeIv1ce Lateral Size Factor Fee
4-inch 1 $785*
6-inch 2 $1,570
8-iI1ch 3% $2,748

UUbkL1 HU. W-ULJUJN Vu v441 44 M .

"Service Lateral" means and includes all service laterals for single-family residential or other
uses.

IH. Off-Site Facilities Hook-up Fee

For each new service lateral, the Company shall collect an off-site facilities hook-up fee as listed
in the following table:

* Established per Decision No. 69440.

IV. Terms and Conditions

(A) Assessment of One Time Off-Site Facilities Hook-up Fee: The off-site facilities hook-up
fee may be assessed only once per parcel, service lateral, or lot within a subdivision (similar to a
service lateral installation charge).

(B) Use of Off-Site Facilities Hook-up Fee: Off-site facilities hook-up fees may only be used
to pay for capital items of off-site facilities, or for repayment of loans obtained for installation of
off-site facilities. Off-site hook-up fees shall not be used for repairs, maintenance, or operational
purposes.

(C) Time of Payment:

(1) In the event that the person or entity that will be consMcting improvements ("Applicant",
"Developer" or "Builder") is otherwise required to enter into a Collection Main Extension
Agreement, payment of the fees required hereunder shall be made by due Applicant,
Developer or Builder when operational acceptance is issued for the on-site wastewater
facilities constructed to serve the improvement.

(2) In the event that the Applicant, Developer or Builder for service is not required to enter
into a 'Collection Main Extension Agreement, the charges hereunder shall be due and
payable at the time wastewater service is requested for the property.

(D) Off-Site Facilities Construction Bv Developer: Company and Applicant, Developer, or
Builder may agree to construction of off-site facilities necessary to serve a particular
development by Applicant, Developer or Builder, which facilities are then conveyed to
Company. In that event, Company shall credit die total cost of such off-site facilities as an offset
to off-site hook-up fees due under this Tariff. lfdie total cost of the off-site facilities constructed

71410
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DOCKET NO l w-0l303A-08-0227 ET AL •

by Applicant, Developer or Builder and conveyed to Company is less than the applicable off-site
hook-up fees under this Tariff, Applicant, Developer or Builder shall pay the remaining amount
of off-site hook-up fees owed hereunder. Lf the total cost of the off-site facilities contributed by
Applicant, Developer or Builder and conveyed to Company is more than the applicable off-site
hook-up fees under this Tariff, Applicant, Developer or Builder shall be refunded the difference
upon acceptance by the Company (of the off-site facilities).

(E) Failure to Pav Charges; Delinquent Payments: The Company will not be obligated to
provide wastewater service to any Developer, Builder or other applicant for service in the event
that the Developer, Builder or other applicant for service has not paid in full all charges
hereunder. Under no circumstances will the Company connect service or otherwise allow service
to be established if the entire amount of any payment has not been paid.

(F) Off-Site Hook-Up Fees Non-retimdable: The amounts collected by the Company pursuant
to the off-site facilities hook-up fee tariff shall be non-refundable contributions in aid of
construction.

(G) Use of Off-Site Hook-Up Fees Received: All funds collected by the Company as off-site
facilities hook-up fees shall be deposited into a separate interest bearing trust account and used
solely for the purposes of paying for the costs of off-site facilities, including repayment of loans
obtained for the installation of off-site facilities.

(H) Off-Site Facilities Hook-up Fee in Addition to On-site Facilities: The off-site facilities
hook-up fee shall be in addition to any costs associated with the construction of on-site facilities
under a Collection Main Extension Agreement.

(D Disposition of Excess Funds: After all necessary and desirable off-site facilities are
constructed utilizing funds collected pursuant to the off-site facilities hook-up fees, or if the off-
Site facilities hook-up fee has been terminated by order of the Arizona Corporation Commission,
any funds remaining in the trust shall be refunded. The manner of the refund shall be determined
by the Commission at the time a refund becomes necessary.

(J) Status Reporting Requirements to the Commission: The Company shall submit a calendar
year Off-Site Facilities Hook-Up Fee status report each January 3151 to Docket Control for the
prior twelve (12) month period, beginning January 31, 2009, until the hook-up fee tariff is no
longer in effect. This status report shall contain a list of all customers that have paid the hook-up
fee tariff the amount each has paid, the amount of money spent ham the account, the amount of
interest earned on the tariff account, and a list of all facilities that have been installed with the
tariff funds during the 12 month period.

Page 3 of 3 pages
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DOCKET no. W-01303A-08-0227, ET AL.
t

EXHIBIT D
ARIZONA-AMERICAN . AGUA FRIA WATER
Dod<e No. W-01303A-DE-0227 AGUA FRIA WATER

Monthlv Minimum
5/8 x x3/4-inch Meter
1-inch Meter
11/2-inCh Meter
2-inch Meter
3-inch Meier
4-inch Meter
8~inch Meter
B-indw Meter
10-ind1 Meter
12-inch Meter

$
$
$
$
$
$
$
$
$
$

13.85
34.56
68.77

110.83
221.66
345.29
692.52

1 ,10B.03
1 ,592.75
2,977.75

Other Public Entities - State Prision $ 222.43

Monlhlv Service Charge for Fire Sprinkler
4-inch Meter - Rate Sdwedule BBMO4 (Sun City West Rate)
4-inch Meter - Rate Schedule CBMO4
6-inch Meter - Rate Schedule CSMOG
6-inch Meter Rate Schedule E6M06
8-inch Meter - Rale Schedule C6M08
10-inch Meter - Rate Schedule C6M10
12-inch Meter - Rate Schedule C6M12

$
$
$
s
$
$
$

41.oo
32.40
47.00
147.00
64.00

126.39
190.00

Gallons in the Minimum

Commoditv Rates
(Residential, Commercial, Industrial Block

5/B x 3/4~inch Meter Residential 0 - 4,000 Gallons
4,001 - 13,000 Gallons
Over 13,000 Gallons

1 .8240
2.7280
3,2750

5/B x 3/4-inch Meter Commercial 0 to 13,000 Gallons
Over 13,000 Gallons

2.7280
3.2750

1-inch Meter 0 to 45,000 Gallons
Over 45,000 Gallons

2.7280
3.2750

1 1/2-inch Meter. 0 to 100,000 Gallons
Over 100,000 Gallons

2.7280
3.2750

2-inch Meier 0 to 150,000 Gallons
Over 150,000 Gallons

2.72B0
3.2750

3-inch Meter 0 to 300,000 Gallons
Over 300,000 Gallons

2.7280
3.2750

4-inch Meter 0 to 400,000 Gallons
Over 400,000 Gallons

2.72BO
3.2750

6-inch Meter 0 to 800,000 Gallons
Over 80G,000 Gallons

2.7280
3.2750

B» inch Meter 0 to 1,125,000 Gallons
Over 1.125.000 Gallons

2.7280
3.2750

10-inch Meter 0 to 1,500,000 Gallons
Over 1,500,000 Gallons

2.7280
3.2750

12-inch Meter 0 to 2,250,000 Gallons
Over 2,250,000 Gallons

2.72B0
3.2750

Arizona Water Contract D to 8,000 Gallons
Over 8,000 Gallons

2.0200
2.72B0

Other Public Entities _ State Prision

OWU - PI Surprise

Private Fire Service

irrigation/Buik - Raw

lubrication - Non Potable

All Gallons

All Gallons

All Gallons

All Gallons

All Gallons

2.2400

1 .2000

1.3800

2.7280

2.7280

.1

AGUA FRIA WATER
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III

DOCKET NG. w-01303A-08-0227, ET AL.

ARIZONA-AMERICAN - AGUA FRIA WATER
Docks No, w-01303A-0B-0227

AGUA FRIA WATER

s 3G.00
s 40.00
S BI .of
$ 5.00
$ 10.00
1.5% Per Month

N/A

Service Charges
Establishment Reestablishment and/reconnection of Semi¢:e:

Regular Hours
After Hours

Water Meter Test (If Correct)
Meter Re-Read (If Correct)
NSF Check Charge
Late Fee Charge
Deferred Payment Finance Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit Interest

iv
**

1l9+

** Residential - two times the average bill. Non-residential - two and one-half times the estimated maximum bill.

*we Interest per [Per ACC Rule 14-2-403(B)]

Service Line
Charge

Meter
Installation

Charge
Total

Charge

Meter and Service Line Installation Charges
5/B x 3/4-inch Meter
3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Turbine Meter
2-inch Compound Meter
3-inch Turbine Meter
3-inch Compound Meter
4-inch Turbine Meter
4-inch Compound Meter
6-inch Turbine Meter
6-inch Compound Meter
B-inch or Larger

$ 445.00
s 445.00
s 495.00
s 550.00
$ B30.00
$ 830.00
Actual Cost
ActualCost
Actual Cost
Actual Cost
Adud Cost
Adud Casi
Actual Cost

$ 155.00
s 255.00
$ 315.00
s 525.00
$ 1,045.00
$ 1,B9D.00
AdualCost
Ac1uaI Cost
Actual Cost
Actual Cost
Actual Cost
AdualCost
Actual Cost

$ 500.00
$ 700.00
$ B10.DD
$ 1,075.00
$ 1,875.00
$ 2,720.00
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cast

An applicant for water service shall pay to the Company, as a refundable advance in aid of construction the full cost lo provide the new service line and meter.

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY IMLL COLLECT FROM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE. SALES,USE, AND FRANCHISE TAX PER COMMISSION RULE 14-2-409D(5)-

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR_ MATERIALS, ovERHeADs, AND ALL APPLICABLE TAXES, INCLUDING
ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE

AGUA FRIA WATER DECISION NO. 71410
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DOCKET NO. W-01303A-08-0227, ET AL.

HAVASU WATER

Arizona American Water Company - Havasu
Docket No. W-01303A-08-0227

Monthlv Minimum
3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
6-inch Meter
8-inch Meter
10-inch Meter
t2-inch Meter

$
$
$
$
$
$
$
$
$
$

23.50
58.75

117.50
188.00
376.10
587.50

1,174.95
1,879.91
2,702.37
5,052.26

6-inch, or smaller, Meter for Apartments, RV Parks and Resorts $ 13.00

CommodiW Rates
(Residential and Commercial) Block

3/4-inch Meter Residential 0 - 4,000 Gallons
4,001 - 13,000 Gallons
Over 13,000 Gallons

$
$
$

2.3400
3.0200
3.5500

3/4-inch Meter Commercial and Industrial 0 to 13,000 Gallons
Over 13,000 Gallons

$
$

3.0200
3.5500

1-inch Meter: 0 to 30,000 Gallons
Over 30,000 Gallons

$
$

3.0200
3.5500

1 1/2-inch Meter: N/A
N/A

$
$

3.0200
3.5500

2-inch Meter 0 to 60,000 Gallons
Over 60,000 Gallons

$
$

3.0200
3.5500

3-inch Meter 0 to 90,000 Gallons
Over 90,000 Gallons

$
$

3.0200
3.5500

4-inch Meter 0 to t10,000 Gallons
Over 110,000 Gallons

$
$

3.0200
3.5500

6-inch Meter 0 to 500,000 Gallons
Over 500,000 Gallons

$
$

3.0200
3.5500

8-inch Meter N/A
N/A

$
$

3.0200
3.5500

10-inch Meter N/A
N/A

$
$

3.0200
3.5500

12-inch Meter N/A
N/A

$
$

3.0200
3.5500

HAVASU WATER
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DOCKET NO. VV-01303A-08-0227, ET AL.

HAVASU WATER

ARIZONA AMERICAN - HAVASU WATER
Docket No. W-01303A-0B-0227

Service charges
Establishment Re-establishment and/or reconnection of Service:

Regular Hours
After Hours

Water Meter Test (If Correct)
Meter Re-Read (If Correct)
NSF Check Charge
Late Fee Charge
Deferred Payment Finance Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit interest

$ 25.D0
$ 34.00
$ 10,00
s s,00
$ 25.00
1,5% Per Month
1.5% Per Month

1-4 Residential - two times the average bill. Non-residential - Iwo and one-half times the estimated maximumbill.

*** Interest per [Per ACC Rule 14~2~4D3(B)]

Service Line
Charge

Meter
Installation

Charge
Total

Charge
Meter and Service Line Installation Cherqes
SIB x 3/4-inch Meter
3/4-inch Meter
1~in<:h Meter
11/2-inch Meter
2-inch Turbine Meter
2-inch Compound Meter
3-inch Turbine Meier
3-inch Compound Meter
4-inch Turbine Meier
4-inch Compound Meter
B-inch Turbine Meier
S-inch Compound Meter
B-inch or Larger

s 445.00
s 445.00
$ 495,00
$ 550,00
s 830.00
s 830.00
Ac1ual Cost
AduaICost
AdualCost
AciualCost
Actual Cost
Ac1ual Cost
A¢:1uaICost

$ 155.00
$ 255.00
S 315.00
s 525.00
s 1,045,00
s 1,890.00
AdualCost
AduaICosi
AdualCost
Actual Cast
AdualCost
AdualCost
AduaI Cos1

s 600.00
s 700.00
$ 810.00
s 1,075.00
$ 1,875.00
$ 2,720.00
Ac;tualCost
AdualCost
AdualCost
Actual Cos1
AdualCos¢
ACtLI2I COS1
AdualCos(

An apphcanl for waler service shall pay lo the Company, as a refundable advance in aid of construction the fullcost to provide the new service line and meter.

IN ADDITION TO THE COLLECTION OF REGULAR RATES. THE UTILITY WILL coLLEr:r FROM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE, SALES,USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-409D(5)

ALL ADVANCES ANDIOR conTRIBLmons ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS, AND ALL APPLICABLE TAXES. INCLUDING
ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE.

71410
HAVASU WATER
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DOCKET NO. W-01303A-08-0227, ET AL.

MOHAVE WATER

Arizona-American ..Mohave Water
Docket No. W-01303A-DB-0227

Monthlv Minimum
5/8 x 3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
4-inch Meter
6-inch Meter
8-inch Meter
10-inch Meter
12-inch Meter

Svstem
Bullhead
Bullhead
Bullhead
Bullhead
Havasu
Bullhead
Bullhead
Havasu
Bullhead
Bullhead
Bullhead
Bullhead

s
$
$
$
$
$
$
$
$
$
$
$

9.00
22.50
45.00
72.00
41 .52

144.00
225.00

71 .45
450.00
720.00

1,035.00
1,935.00

Monthlv Servic
2-inch Meter
4~inch Meter
6-inch Meter
8-indw Meter
10-inch Meter
Hydrant

e Charge for Fire Sprinkler
No Usage
No Usage
No Usage
No Usage
No Usage
No Usage

$
$
$
$
$
$

3.36
6.71

10.08
13.44
16.79
8.56

Commodifv Rates
(Residential. Commercial, Industrial) Block

5/8 x 3/4-inch Meter Residential 0 _ 4,000 Gallons
4,001 -10,000 Gallons
Over 10,000 Gallons

0.8850
1 .3430
1.6070

5/B x 3/4-inch Meter - Apartment 0 to 10,000 Gallons
Over 10,000 Gallons

1 .3430
1.6070

5/B x 3/4-inch Meter Commercial 0 to 10,000 Gallons
Over 10,000 Gallons

1.3430
1.6070

1-ind1Meier: 0 to 25,000 Gallons
Over 25,000 Gallons

1.3430
1 .6070

1 1/2-inch Meter: 0 to 50,000 Gallons
Over 50,000 Gallons

1.3430
1.6070

2-inch Meter - Havasu 0 to 50,000 Gallons
Over 50,000 Gallons

1 .3430
1 .6070

2-inch Meter 0 to 80,000 Gallons
Over 80,000 Gallons

1 .3430
1.6070

3-inch Meter 0 to 150,000 Gallons
Over 150,000 Gallons

1.3430
1.6070

4-inch Meter - Havasu D to110,000 Gallons
Over 110,000 Gallons

1.3430
1 .6070

4-inch Meter 0 to 250,000 Gallons
Over 250,000 Gallons

1.3430
1.6070

6-inch Meter 0 to 500,000 Gallons
Over 500,000 Gallons

1.3430
1 .5070

8-inch Meter D to 1,125,000 Gallons
Over 1,125,000 Gallons

1.3430
1.6070

10-inch Meter 0 to 1,500,000 Gallons
Over t,500,000 Gallons

1.3430
1 .6070

12-inch Meter 0 to 2,250,000 Gallons
Over 2,250,000 Gallons

1 .3430
1 .6070

Other Public Authorities - Monthly
base charge per above meter size All Usage 1 .3430

MOHAVE WATER DECISION NO.
71410
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DGCKET no. W-01303A-08-0227, ET AL.

MOI-IAVE WATER
Arizona-American - Mohave Water
Docket No. W-013D3A-08-0227

5
$

25.00
20.00

Service Charges
Establishment or re-establishment of Service:

Including Sewer Service
No Including Sewer Service

Reconnection of Service (Delinquent):
Regular Hours
After Hours

Water Meter Test (if Correct)
Meter Re-Read (If Correct)
NSF Check Charge
Late Fee Charge
Deferred Payment Finance Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit Interest .

$ 35.00
$ 50.00
$ 35.00
$ 25.00
$ 25.00
1.5% Per Month
1.5% Per Month

* Residential - two times the average bill. Non-residential - two and one-half times the estimated maximum bill.

Interest per [Per ACC Rule 14-2-403(B)]

Semite Line
Charge

Meter
Installation

Charge
Total

Charge
Meter and Service Line Installation Charges
5/8 x 3/4-inch Meter
3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Turbine Meter
2-inch Compound Meter
3-inch Turbine Meter
3-inch Compound Meter
4-inch Turbine Meter
4-inch Compound Meter
6-inch Turbine Meter
6-inch Compound Meter
8-inch or Larger

$ 370.00
$ 370.00
$ 420.00
$ 450.00
$ 580.00
$ 580.00
$ 745.00
$ 465.00
$ 1,090.00
$ 1,120.00
$ 1,610.00
$ 1,530.00
Actual Cost

$ 130.00
$ 205.00
$ 240.00
$ 450.00
$ 945.00
$ 1,640.00
$ 1,420.00
$ 2,195.00
$ 2,270.00
$ 3,145.00
$ 4,425.00
$ 6,120.00
ActuaICost

$ 500.00
$ 575.00
$ 660.00
$ 900.00
$ 1,525.00
$ 2,220.00
$ 2,155.00
$ 2,660.00
$ 3,350.00
$ 4,265.00
$ 6,035.00
$ 7,750.00
Actual Cost

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE, SALES,USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-409D(5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, 0VERHEAD5_ AND ALL APPLICABLE TAXES, INCLUDING
ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE.

MOHAVE WATER DECISION NO. 71410
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DOCKET NO. W-01303A-08-0_27, ET AL.

PARADISE VALLEY WATER

Arizona American Water Company - Paradise Valley Water
Dog<et No. W-01303A-08-G227

Monthlv Minimum
5/8 x 3/4-inch Meter
3/4-inch Meter
1~inch Meter
11/2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
6-inch Meter
B-inch Meter
10-inch Meter
12-inch Meter

$
$
$
$
$
$
$
$
$
$
$

25.15
ze.1e
50.3C
90.54

140.84
276.e:
462.7E
930.0(

2,245.0{
3,228.DC
6,U34,0G

| »

Monthlv Service Charge for Fire Sprinkler $ 10.00

Per 1,000 GallonsCommodiW Rates
(Residential, Commercial, Industrial) Block

5/8 x 3/4-inch Meter Residential 0 - 5,000 Gallons
5,001 -
15,001 -
40,001 _
Over 80.000 Gallons

15,000 Gallons
40,000 Gallons
89,999 Ga!!Qns

1 .0500
1 .2500
2.2000
2.7500
3.2259

3/4-inch Meter Residential 0 _ 5,000 Gallons
5,001 _ 1s_000 Gallons
15,001 - 40,000 Gallons
40,001 - 80,000 Gallons
Over 80,000 Gallons

1.0500
1 .2500
2.2000
2.7500
3.2259

1-inch Meter Residential D - 5,000 Gallons
5,001 - 15,000 Gallons
15,001 - 40,000 Gallons
40,001 - 80,000 Gallons
Over 80,000 Gallons

1 .0500
1.2500
2.2000
2.7500
3.2259

1-1/z-inch Meter Residential 0 - 5,000 Gallons
5,001 _ 15,000 Gallons
15,001 - 40,000 Gallons
40,001 - B0,000 Gallons
Over 80,000 Gallons

1.0500
1.2500
2.2000
2.7500
3.2259

2-inch Meter Residential 0 - 5,000 Gallons
5,001 - 15,000 Gallons
15,001 - 40,000 Gallons
40,001 - 80,000 Gallons
Over 80,000 Gallons

1 .0500
1.2500
2.2000
2.7500
3.2259

5/8-inch Meter Commercial 0 to 400,000 Gallons
Over 400,000 Gallons

1 .9500
2.3000

3/4-inch Meter Commercial 0 to 400,000 Gallons
Over 400,000 Gallons

1.9500
2.3000

1-inch Meter Commercial 0 to 400,000 Gallons
Over 400,000 Gallons

1 .9500
2.3000

1 1/2-inch Meter Commercial: D to 400,000 Gallons
Over 400,000 Gallons

1.9500
2.3000

2-inch Meter 0 to 400,000 Gallons
Over 400.000 Gallons

1.9500
2.3000

3-inch Meter D to 400,000 Gallons
Over 400,000 Gallons

1.9500
2.3000

4-inch Meter 0 to 400,000 Gallons
Over 400,000 Gallons

1.9500
2.3000

6-inch Meter 0 to 400,000 Gallons
Over 400,000 Gallons

1.9590
2.3000

3-inch Meter Turf Customer All Gallons 1.6800

4-inch Meter Turf Customer All Gallons 1.6800

5-inch Meter Paradise Valley Country Club All Gallons
1.5600

Other Public Authorities - Monthly
base charge per above meter size All Usage

PARADISE VALLEY WATER
Page 1 of 2

1.9500
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DOCKET no. w-01303A-08-0227, ET AL.

PARADISE VALLEY WATER

Arizona American Water Company - Paradise Valley Water
Docket NO. W-01303A-D8-D227

1

$
$

2Q_0g
40,00

Service Charges
Establishment of Service:

Regular Hours
After Hours

Re-establishment of Service within 12 Months:
Monthly Minimum times Months Disconnected
From the Water System [Per ACC Rule 14~2-403(D)]

Reconnection of Sewioe (Delinquent):
Regular Hours
After Hours

Water Meter Test (if Correct)
Meter Re-Read (If Correct)
NSF Check Charge
Late Fee Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit interest

$ 30.00
$ 60.00
$ 15.00
$ 10.00
$ 12.00
1.5% Per Month

Residential - two times the average bill Non-residential - two and one-half times the estimated maximum bill.

* * + Interest per [Per ACC Rule 14-2-403(B)]

Service Line
Charge

Meter
Installation

Charge
Total

Charge
Meter and Service Line Installation Charges
5/8 x 3/4-inch Meter
3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
.B-inch Turbine Meter
Over 6-inch

$ 445.00
$ 445.00
$ 495.00
$ 550.00
$ 830.00
Actual Cost
Actual Cost
Actual Cost
Actual Cost

5 155.00
$ 255.00
$ 315.00
$ 525.00
$ 1 ,045.00
Actual Cost
Actual Cost
Actual Cost
Actual Cost

$ 600.00
$ 700.00
$ 810.00
$ 1,075.00
$ 1,875.00
Actual Cost
Actual Cost
Actual Cost
Actual Cost

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FRCM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE, SALES,USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-409D(5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LAIBOR, MATERIALS, OVERHEADS, AND ALL APPLICABLE TAXES, INCLUDING
ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE,

PARADISE VALLEY WATER DECISION no. 71410
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DOCKET NO. W-01303A-08-0227> ET AL. J

SUN CITY WEST WATER

Arizona American Water Company - Sun City West
Docket No. W-01303A4)8-0z27

Monthlv Minimum
5/8 x 3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
6-inch Meter
8-inch Meter
10-inch Meter
12-inch Meter

$
$
$
$
$
$
$
$
$
$

14.80
37.50
79.00

123.40
236.80
370.00
740.00

1 ,184.00
1,702.00
3,182.00

Monthlv Service Charge for Fire Sprinkler
4-inch or Smaller Meter
6-inch Meter
8-inch Meter

No Usage
No Usage
No Usage

$
$
$

56.28
84.40

112.53

(Residential, Commercial, industrial)

5/8 x 3/4-inch Meter Residential

Block

0 - 4,000 Gallons
4,001 - 15,000 Gallons
Over 15,000 Gallons

$
$
$

2.4100
2.9500
3.5600

5/8 x 3/4-inch Meter Commercial 0 to 15,000 Gallons
Over 15,000 Gallons

$
$

2.9500
3.5600

1-inch Meter: 0 to 40,000 Gallons
Over 40,000 Gallons

$
$

2.9500
3.5600

1 1/2-inch Meter: 0 to 100,000 Gallons
Over 100,000 Gallons

$
$

2.9500
3.5600

2-inch Meter 0 to 150,000 Gallons
Over 150,000 Gallons

$
$

2.9500
3.5600

3-inch Meter 0 to 275,000 Gallons
Over 275,000 Gallons

$
$

2.9500
3.5600

4-inch Meter 0 to 400,000 Gallons
Over 400,000 Gallons

$
$

2.9500
3.5600

6-inch Meter 0 to 550,000 Gallons
Over 550,000 Gallons

s$
2.9500
3.5600

8-inch Meter 0 to 1,402,000 Gallons
Over 1 ,402,000 Gallons

$
$

2.9500
3.5600

10-inch Meter 0 to 2,100,000 Gallons
Over 2,100,000 Gallons

$
$

2.9500
3.5600

12-inch Meter 0 to 4,110,000 Gallons
Over 4,110,000 Gallons

$
$

2.9500
3.5600

SUN CITY WEST WATER
Page 1 of 2
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DOCKET NO. W-01303A~08-0227, ET AL.

SUN CITY WEST WATER

Arizona American Water Company - Sun City West Water
Docket No. W-D1303A-08-0227

Staff
RecommendedService Charcles

Establishment Re-establishment and/or reconnection of Sewicez
Regular Hours
After Hours

Water Meter Test (If Correct)
Meter Re-Read (If Correct)
NSF Ches Charge
Late Fee Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit Interest

$ 30.00
$ 40.00
5 10.00
s 5.00
$ 25.00
1.5% Per Month

Residential.. two times the average bill, Non-residentiai- two and one-half times the estimated maximum bill.

Interest per [Per ACC Rule 14-2-403(B)]

Service Line
Charge

Meter
Installation

Charge
Total

Charge

Meter and Service Line Installation Charges
5/8 x 3/4-inch Meter
3/4~inch Meter
1-inch Meter
11/2-inch Meter
2~inch Turbine Meter
2-inch Compound Meter
3-inch Turbine Meter
3-inch Compound Meter
4-inch Turbine Meter
4-inch Compound Meter
6-inch Turbine Meter
6-inch Compound Meter
8-inch or Larger

$
$
$
$
$
$
$
$
$
$
$
$

370.00
370.00
420.00
450.00
580.00
580.00
745.00
465.00

1,090.00
1,120.00
1,610.00
1 ,630.00

At Cost

$ 130.00
$ 205.00
$ 240.00
$ 450.00
$ 945.00
$ 1,640.00
$ 1,420.00
$ 2,195.00
$ 2,270.00
$ 3,145.00
$ 4,425.00
$ 6,120.00

AcCost

$ 500.00
$ 575.00
$ 660.00
$ 900,00
$ 1,525.00
$ 2,220.00
$ 2,165.00
$ 2,660.00
$ 3,360.00
$ 4,265.00
$ 6,035.00
$ 7,750.00

At Cost

IN ADDMON TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE, SALES,USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-409D(5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR, MATERIALS, OVERHEADS, AND ALL APPLICABLE TAXES, INCLUDING
ALL GROSS-UP TAXES FDR INCOME TAXES, IF APPLICABLE.

SUN CITY WEST WATER
Page 2 of 2

DECISION NO. 71410
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DOCKET NO. W-01303A-08-0227 ET AL,
TUBAC WATER

Arizona American Water Company - Tubae Water
Docket No. W-01303A-08-0227

Monthlv Minimum
5/8 x 3/4-inch Meter
1-inch Meter
11/2-inch Meter
2-inch Meter
3-inch Meter
4-inch Meter
6-inch Meter
8-inch Meter
10-inch Meter
12-inch Meter

$
$
$
$
$
$
$
$
$
$

24.70
74.10

144.38
230.53
461.00
722.00

1,440.00
2,305.00
3,320.00
6,208.00

Gallons in the Minimum

Per 1,000 GallonsCommoditv Rates
(Residential and Commercial) Block

5/8 x 3/4-inch Meter Residential 0 - 3,000 Gallons
3,001 - 10,000 Gallons
10,001 - 20,000 Gallons
Over 20,000 Gallons

$
$
$
$

1.90
3.00
4.00
6.00

5/8 x 3/4-inch Meter Commercial 0 to 20,000 Gallons
Over 20,000 Gallons

$
$

4.00
6.00

1-inch Meter: 0 to 35,000 Gallons
Over 35,000 Gallons

$
$

4.00
6.00

1 1/2-inch Meter: 0 to 85,000 Gallons
Over 85,000 Gallons

$
$

4.00
6.00

2-inch Meter 0 to 150,000 Gallons
Over 150,000 Gallons

$
$

4.00
6.00

3-inch Meter 0 to 175,000 Gallons
Over 175,000 Gallons

$
$

4.00
6.00

4-inch Meter 0 to 250,000 Gallons
Over 250,000 Gallons

$
$

4.00
6.00

6-inch Meter 0 to 350,000 Gallons
Over 350,000 Gallons

$
$

4.00
6.00

8-inch Meter 0 to 900,000 Gallons
Over 900,000 Gallons

$
$

4.00
6.00

10-inch Meter D to 1,500,000 Gallons
Over 1,500,000 Gallons

$
$

4.0o
6.00

12-inch Meter 0 to 2,250,000 Gallons
Over 2,250,000 Gallons

$
$

4.00
6.00

DECISION NO. 71410TUBAC WATER
Page 1 of 2 . 1.4-



DOCKET NO. W-01303A-08-0227, ET AL.

TUBAC WATER

Arizona American Water Company
Docket No..W-01303A-DB-D227

Tubae Waler

Service Charges
Establishment Reestablishment andlor reconnection of Sewicei

Regular Hours
After Hours

Water Meter Test (If Correct)
Meter Re-Read (If Correct)
NSF Check Charge
Late Fee Charge
Deferred Payment Finance Charge
Deposit Requirements Residential
Deposit Requirements Non-Residential
Deposit Interest

$ 3000
$ 45.00
$ 1o.00
$ 5.00
$ 25,00
1.5% Per Month
1.5% Per Month

Ar t Residential - two times the average bill. Non-residential - two and behalf times the estimated maximum bill.

Interest per [Per ACC Rule 14-2-403(B)]

Service Line
Charge

Meter
Installation

Charge
Total

Charge
Meter and Service Line Installation Charges
5/B x 3/4-inch Meter
3/4-inch Meter
1-inch Meter
11/2-in¢h Meter
2-inch Turbine Meter
2-inch Compound Meter
3-inch Turbine Meter
3-inch Compound Meter
4-inch Turbine Meter
4-inch Compound Meter
6-inch Turbine Meter
S-inch Compound Meter
B-inch or Larger

$ 445.00
s 445.00
$ 495.00
$ 550,00
$ 830.00
$ 830.00
Ac1ual Cost
Ac'tualCost
Actual Cost
AduaICost
A¢:tualCost
ActuaICost
AdualCost

.$ 155.00
$ 255.00
$ 315.00
$ 525.00
$ 1,045.00
$ 1,890.00
Actual Cost
ActuaiCost
Actual C-ost
Amualcast
AdualCost
Actual Cost
As:tuaICost

$ 600.00
$ 700.00
$ B1D.DD
s 1,075.00
$ 1,875.00
$ 2,720.00
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cost
Actual Cos!

An applicant for water service shall pay to the Company, as a refundable advance in aid of construction the full cost to provide the new service line and meter.

IN ADDITION TO THE COLLECTION OF REGULAR RATES, THE UTILITY WILL COLLECT FROM IT CUSTOMERS A PROPORTIONATE SHARE
OF ANY PRIVILEGE, SALES.USE, AND FRANCHISE TAX. PER COMMISSION RULE 14-2-4D9D(5).

ALL ADVANCES AND/OR CONTRIBUTIONS ARE TO INCLUDE LABOR. MATERIALS, OVERHEADS, AND ALL APPLICABLE TAXES, INCLUDING
ALL GROSS-UP TAXES FOR INCOME TAXES, IF APPLICABLE.

TUBAC WATER
Page 2 of 2

DECISION NO. 71410
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MOHAVE WASTEWATER

RATE DESIGN
Monthly Usage Charge

Residential (Per ERU)
Commercial (Per ERU)
Public Authority (Per ERU)
Large Commercial

$ 56.55
56.55
56.55
72.89

Commodity Charge

$Residential
Commercial
Public Authority
Large Commercial 2.28

Effluent (Per Acre Foot)

0 to 24
25 to 99

100 to 199
200 & Above

$ 227.79
227.79
227.79
227.79

Service Line Connection Charges (Non-Refundable)

Residential
Commercial
School
Multiple Dwelling
Mobile Home Park
Effluent

Cost
Cost
Cost
Cost
Cost
Cost

Treatment Plant Availability Fee

Per New Connection.
4-Inch
6-Inch
8-Inch

$ 785.00
1,570.00
2,748.00

Service Charges:

$ 20.00
30.00
30.00

*

*

* *

25.00

Establishment
Establishment (After Hours)
Reconnection (Deliquent)
Deposit
Deposit Interest
Re-Establishment (With~in 12 Months)
NSF Check
Late Payment Charge

*-A-*

* Per Commission Rules (R-14-2-603.B)
** Months off system times minimum (R14-2-603.D)
*** Per Commissions Rules (R14-2-608.D)

1v1oHAvE WASTEWATER

Page 1 of 1 DECISION NO I 71410
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May 6. 12 and 13, 1993

Marcia Weeks, Chairman

RYLEY, CARLDCK a APPLEW8ITE, by Mr. Norman
o. James, on behalf  of  Paradise Val ley water
company:

Lyn Farmer

Phoenix, Arizona

FENHEHORE CRAIG, by Mr. c. Webb Crockett, can
behal f  of  Paradise val ley country c lub:  and
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1
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19 I
I

I
!

Mr. Christopher c. Keeley, Assistant Chief Y
Counsel, Lega l  D iv is ion , o n  b e h a l f  o f  t h e
Uti l i t ies Division of the Arizona
Corporation commission.

=:

2

,

20

21 BY -run csomuasroua

22
|

on October 13, 1992, Paradise val ley water company ("Applicant"

23 o r "Company" ) f i l e d an app l i ca t ion  w i th  t ime Ar i zona corporat ion
8

24 » Commission ("Comni.ssion") requesting a hearing to determine the "tai 1

25 va lue"  c f  i t s  proper ty  for  ra temaking purposes , t o  f i x  a  j u s t  a n d

26 reasonable rate of return, and thereafter to approve rate schedules

27 designed to produce said return . Appt scant also r eques t ed  app rova l  o f

28 a backflow/cross-connectian tariff and approval of a purchased power

I 1

3 3

8

11

3
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an December 15, 1992,  Appl icant f i l tac i

2

3

4

acijustuleulmt :mechanism tariff.

revised :schedules in support of its application.

The applications to intervene filed by the Residential Utility

consumer Gffice Paradise va l ley("RUCO") and the Country Clanb

5 ("Country Club") were granted by a Procedural order issued on February

6 26, 1993.

7 Tails matter came before a duly author ized Hear ing Qff icer of the

C¢oimal:issi.¢un atthe Com1nissi.on's offices in phoenix, Arizona, oh May 6

Applicant, the country club, and the CommissiorVs

10

12, and 13, 1993 •

Eitilitieas division Staff ("Staff") appeared through rznunsel. Ev idence

11 was presented and after a full public hearing, t h i s matter was

12

13

adjourned pending suhwnission of a Recommended opinion and Greer Hy the

presid ing off icer  to the Commission .

14 IDISCUSBIGN

15 App l icant  provides water  serv ice w ith in por t ions o f  the Town of

16 Parad ise  Va l ley,  the  c i ty of  Scot tsda le , and certain unincorporateri

17 areas within maricopa County I Arizona • All o f the Company's

18 certificated area is located within the phoenix Active Management

19 Area. The company currently provides water service to approximately

customersac 4,298 Cl1stGl§€IB 9 The Maj rarity o f Applicant's 8II8

21

22 Applicant

23

24

residential customers, many of whom own large dwellings situated on

large lots with extensive landscaping and improvements .

serves the Country club and two other turf-related facilities, several

large resorts, and other commercial customers who require relatively

25 ` la rge  quant i t ies  o f  wa ter . Appl icant else sel ls water for resale to

The26 Mummy Mountain Water Company, another certificated u t i l i t y .

increase27 canzpany has requested

28 1 approximately $21%.

an in revenuers o f 8461, 539 Mr

1

staff has recormnended a gross revenue inczx-ease in

5691

ii

I

2 nEc1sIon WJ s

.4
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1 $124,415 or approximately s.ss. The test year ("T"l"i used in the

2 appliaatilon was the twelve-mcnth period ending March 31, 1992

:ws :mama

mt'

5

The Company proposed an original  cost rate base ("OCRB" )

$3,299,865 and a reconstruction cost new rate base of $6,970,984

7

8

9

18

Subsequently, the Company accepted two of Staff's proposed adjustments

to rate base, including an adjustment to working capital to remove

accrued vacation pay (818,000) and an adjustment to increase rate base

by $14,958 far deferred pension costs.

Post TY Plant Additions

The cmtspany proposed an adjustment to  i ts  gross u t i l i t y  p l an t  i n

service in the amount of $919,668 for certain post?-Ty adziit ions. The

13 additions inclusiezI a new production well ($460,000) : miscellaneous

of14 plant admit inns ($197,6svl: installation permanent pumping

15

16

equipment (in excess of $30D,GGO) : and the Camelback Manor Zzrive

replacement main ($80,400 - estimated) .

staff opposed the Company's pro forma adjustment and reduced tire

18 Company's plant in  serv ice  by $919,668. Staff bel ieves that t ime

19

28

company presented a projected TY rather than an historical TY Ami at

the date of Staff's last review, only 17% o f  the  p ro jec ts  inc luded  in

21 the pro forma adjustment had been concluded.

We believe that the amount of post-Ty additions completed and in

24 Since the

25

service as of march 31, 1993 which are replacement services and meters

for existing customers should be included in rate base'.

new well, although d r i l l ed , was not completed with the permanent

The Company's actual construction expenditures from April
1, 1992 through March 31, 1993 were $229,201. of that amount
s1so,701 is the cost of replacement services and meters fear existing
customers. I  3.588 Exhibit: A-7 Stephenson Rebuttal

3

I
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.
2

4?

11

pumping equipment at the time of the bearing, (thirteen months after

the and  o f  the TY)  ,  and  s ince i t  i s  not  c lear  whether  the wel l  i s

necessary for existing customers we will not include the 8650,000

amount the company attr ibuted to the new well in rate base in this

proceeding. the purpose of the project to replace the main

for camelback Manor Drive is to improve service to existing customers,

due to construction delays, the project was not completed at the time

of the hearing and only estimates of its costs were available.

since projects in the amount of $150,701 were being used to serve

ex is t ing  cus tomers  at  the t ime o f  hear ing , we concur  with  the ir

inc lus ion  in  ra te  base . Therefore, we will reduce the Company's

of
r
;

'Q
Q

12 adjusted rate base by ($768,967).

13 I Central Arizona Project capital Costs and Prepayments

14 Staff proposed two adjustments to the Company's rate base related

15

16

to the Company's contract for the delivery of Central Arizona Project

Staff proposed eliminating $183,841 of preliminary

17

("CliP") water.

cap i ta l  co s ts  and  $38 ,772  in wa te r  se r v i ce  co n t r a c t  p a yme n ts . The

18

19

Company opposed both adjustments based upon its belief that current

customers benefit  from its CAP al location and delivery contract . we

20 f i nd Company's argument no persuasive .the The Company has not

21 rece i ved any CAP water ,  and cons i s ten t  wi th  our  p rev ious Dec i s i ons on

22

23

this issue, we believe that CAP costs should not be recovered through

rates unt i l  t he  ut i l i t y  i s  ac t ua l l y  rece iv ing  CAP wat e r .

24 shou ld e s t a b l i s h  a  d e f e r r a l  a c c o u n t  ,

The company

including all CAP f~osts and

25

26

27

28

2 The Company used the maximum day consumption occurring in
June 1990 in order to show that another well was needed to insure a
reliable supply of water. Exhibit A-1 p. 5. However, as noted in
the Company's brief, Exhibit A~7, Table DPS~2 shows that the
Company's average annual consumption per customer in 1990 of 627,500
gallons had declined to 601,000 gallons in the TY. |

4 incIsIon no- sw/9
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9

11

17 cnIanznr. cos'r nm BASE suunannr

18

19

to

1 5 expenses, far possible recovery in a future rate case, once the CAP

2 I water is actually being used.

3 '! Cash Working capital

The Company proposed cash working capital in the amount of

s I $176,675 using the formula method. staff proposed an adjustment to

6 S exclude all cash working capital because the company did not prepare

a lead-lag study in its direct case. In response to Stat'f's position,

s I the Comrpanny prepared and presented a lead-lag study in its rebuttal

case, but Stat! 's limited review of the study did not cause Staff to

lo I change its original position.

We believe that the Company should have a cash working capital

12 5 allowance in rate base. The lead» lag study indicated a working

13 3 capital requirement $53,296 less than Me amount determined under the

14 i formula method, and therefore, we believe that a cash working capital

is 1' allowance of 9123,379 is appropriate. Accordingly, we will reduce the

16 Company's adjusted rate base by $53,296.

$3,2991865

($18,000)
$14,958

($768,967 )
($183,841)
($38,7'72)
($53,296)

$2,251,947

21

22

Adjusted Rate Base (per Company}
Commission Approved Adjustments

Accrued vacation pay
Deferred pension costs
Plant in service
Preliminary CAP capital costs
can water service payments
cash working capital

Commission Adjusted Rate Base

23 RBCONBTRUGTIOIH. cos°r saw russ B188

24

25 jurisdictional

In Schedule A-1 to the ¢ompany's filing, the company presented a

reconstruction cost new rate base ("RCNRB") of
A

26 $61970,984» A11 of the adjustments reflected in our determination of

27 No change in these

28

the ohos are equally applicable to the RCNR8.

adjustments is necessary to restate them in terms of reconstruction

e

5 DECISION so.
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1 cast: new.

4

3

5

'.v

6

I

base ("F9RB'°) by taking the average of the OCRB and RCNRB. Na party

has suggested that a different weighting be used in this proceeding.

Consequently, we find the Company's adjusted FVRB at march 31, 1992 is

$4.0s7,so»7.

The ¢cmlnission has  t rad i t iona l l y  de te rm ined  the  " fa i r  va lue "  ra te

Thus, our RCIIRB is $5.923.066.

neo vwux man Bass

orsowrnm

taocwt* no. U~° }.3G3*92° 28%

The
r

1 .

14

-.

Staff l

5

0PERATIl¥G RE*9'$llllJEs

10 Applicant had actual revenues during the TY of $2,150,089.

11 c¢,1np.amy proposed an adjustment to increase TY revenues by $71,896 to

12 reflect time rates that became effective on June 1, 1992.

13 proposed an adjustment of $92,873 to reflect increased revenues based

14 8 on time new rates that became effective June 1, 1992, and Staff's use

15 I of four years average usage to normalize the TY.

16 testiznnmy, Staff presented an adjustment of $14,233 based upon a ten

In surrebuttal

17

18

19 not take

t o

year average ¢

we bel ieve that Staf f 's  ad justment for  weather normal izat ion d id

into account the monthly precipitation and temperature levels

of the TY and the possible effects of conservation efforts taken since

21 our last Decision.

22

23

In addition, it would require further adjustments

to operating expenses. Accordingly, we find the appropriate level of

TY revenues to be $2,22l,985, the TY actual revenues adjusted for the

new rates which were implemented during the TY .24

25 o r m n s s  g x p g g g g g

26 Applicant had

27

28

actual total operating expenses for the TY of

$z,oI3,043. The Company proposed adjustments totaling $141,923. for

an adjusted TY operating expense of $2,214,966. Staff prcsposed

6

...
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5

1 'I several adjustments to operating expenses which had the effect of

2 I decreasing operating expense by $92,833. for a Staff adjusted total

3 I operating expense of $2,l22,133.

4 I Post-»Reti.;'enent Benefits Dtber Than Pensions

The Company requested a change in the accounting treatment: of

6 .I post-retirement benefits other than pensions ("PBOPs") from the cash

7 I method to the accrual method. The company proposed an adjustment in

a the amount at $58,859 to reflect its requested change. According to

9 l the Qompany, it was required to adopt the accrual method of accounting

lo I for financial reporting purposes pursuant to Statement of Financial

11 I Accounting Standards No. 106 ("SFAS 106") , which became effective for

12 the Company as of January 1, 1993.

13 Staff proposed an adjustment to eliminate the $58,859 PBOP

14 1 expense included by the Company for several reasons, including: the

i s Coapauny does not have final approval to fund accrual treatment of

16 PBOP: the assumptions required to be made to determine the proper

17 level of accrual render the accrual method not known and measurable :

18

19

t o

21

22

23

and Staff's belief that amortization of the transition obligation

presents retroactive ratemaking problems and may not alleviate

intergenerational inequities. staff argued that pay as you go

accounting treatment is appropriate for regulatory purposes for this

company at this time.

Given that the Company has not obtained approval to fund accrual

and consistent with our recent discussion Ana
s
z

24 treatment of 1>sops3,

25 d e t e r mi n a t i o n  o f  t h i s  i s s u e  i n t h e  r a t e a p p l i c a t i o n  f i l e d by Southwest

26

27

28 5 No review or analysis of any proposed funding mechanism
had been made as of the t ime of hearing. ?
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10

I

1

2

3 . Accrued p¢nsiqn Wlan costs

4

s

6

7 I recogni t ion

8

9

Gas Corporation we believe that the Coxnpany°s request to change to

accrual treatment for ratemaking purposes should be denied .

The Company proposed an adjustment to include $17,320 of accrued

yearly pension costs based on SFAS 87 .

adjustment

result in unwarranted subsidization of past and future ratepayers .

implementation of SFAS av, and to allow recovery at this time would

its rebuttal testimony,

because

o f

I

the

the

accrued

Ifl\4"**Qll*\?l*4W gnwm

the company agreed to Staff 's pro forma

Company

pension

has

Staff proposed removing the

previously

costs

not

DOCKET Ia •

resul t ing

U-13G3-92"2B6

requested

from the

I n

.If
R
1..

Mg! !
. 1.
E98

a¢

: 3.
I

ii

1
11

I

M

i
{I
I

I
1

11 adjustment an the condition that the commission allow the Company to

establish and maintain a regulatory asset for SFAS 87 costs.

81
4

1

!
a
i
I
r

12
g
\
I 13

14
its

15

we agree that it is appropriate to exclude the $17,320 and that

the Conmrpany should e s t a b l i s h  a  d e f e r r a l  a c c o u n t  a s  a  r e s u l t  o f

i mp l emen t a t i on  o f  S FAS  87 , f o r  p o s s i b l e  r e c o v e r y  i n  a  f u t u r e  r a t e

16 application .
2
;

2
;

g

E
I
I
z

17 Block Map Updatinq I
<.
4

18 The Company a n d  s t a f f agree that the cost of updating Block maps

19 is $6000, but disagree on the amortization period which should be used

20 to  se t  the TY level of operating expense . The Company proposed a
i=

z
e

fr

;

21
we agree

I
r.
E
i

22

three-year period, and Staff proposed a ten-year period.

with the company that maintaining a current set of maps is appropriate

amortization23 and t h e r e f o r e w i l l approve a t h r ee -yea r period.

x
f
I

i

24 Accordingly, we will accept the Company's adjustment .

NAWC .Membership Dues25
i

_1
4
i

26 I
27 It General Expeurtse by $4,672 to remove Water Util it ies Association of

staff made an adjustment to reduce the Company's Miscellaneous

28
6 Decision No. 58377 (August 12, 1993)
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10

11

2

1

3

4

5

6 disallowed.

7

8

9

i not benefit ratepayers .

The Company disagreed that the dues it pays to the NAWC should be

In its rebuttal case, the Company presented evidence that

showed that ten percent, or $267, of the $2,671 dues paid by the

i
1

Arizona

nemhersizip dues from operating expenses .

paid to the organizations are used for lobbying and purposes which do

Company related to

8xpemse by ($2.268).

lobbying activities, and discussed how membership

in MWC benefited ratepayers. Acczordingly, we will allow $2494 in

expense for dues paid to NAWC, and will adjust Miscellaneous General

a d national Association o f water Companies

Staff bel ieves that dues

uocmvx' no Q U.,.1303-92-286

( °'nAwc°' )

=*i . .. ea •1§§% H
1? 4 1

g
I
1

12 Leecral Bxnqense

13 s it proposed an adjustment to reduce legal expense by $24 ,968 .

14 The Ccmnpamy agreed with Staff's aajustxaent to remove legal expenses in

15 the amount of $409 for lobbying and $3,071 for opposing a Commission

16 policy, and with $1,415 of the $3,600 Staff adjustment for out  o f  TY

1

I 17 costs. We concur with Staff 's adjustment to remove $4,196 in legal

18 t o the sale of

19

expanses related issues concerning Company-owned

property, as the expense would be non-recurring and the company has

We agree with staff20

21

not shown how the expense benefits ratepayers .

that the $10,868 paid for CAP contract review should be excluded. As

22 discussed previously, the  cos t s  a ssoc ia ted  w i th  CAP  shou ld not be

23 we

24

recognized until the company is actually receiving CAP water.

agree with the Company that $2,834 of legal expense for the purchase

25 Although we disal lowed legalE
Y 26
:

1
E

8
!

27

28

of water systems should be allowed.

expense of $3,431 related to the proposed purchase of a portion of a

water system as being a non-recurring expense in the last rate case,

the fact that the Company bad a similar TY legal expense indicates

IX9/7

E

2
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1 that it: is recurring in nature. The company provided testimony t:§aa1t:

12 its customers. we will

3 the t o remove $1,415 which was

4

the purchase provides long-term benefits tn

accept Company's adjustment

inandvertemtly included in TY expenses . Accordingly, we will reduce

5

6

legal expense by $19,959.

Rate Caste Expense

7

a

The Company proposed an adjustment to rate case expense in the

amount of $64,851 to reflect 1991 and 1992 rate case costs annualized

9 airer 3 yaara.

10

11 5 aznortizes the

12

staff proposed reducing rate case expense by $51,538

Staff's adjustment reduces =the amount of rate case expense the company

included which we not approved in its last rate case,

est inzaized unamolrtizeri balance of $40,000 over three years , and

13 disallows any current rata casa expense l Elyn its surrebuttal

14 testimony, staff modified its adjustment to include $46,000 in current

15 rate case expense, axnortizwl over a period of three years .

3.6 The Company has "prapc-sec'£"

1?

me However, in this rate

19

We concur with stat f's adjustments .

rate case emcpense that is "identical to the amount approveril by the

fxsntmission in time Company's last rate case."°

proceeding, the Company did not provide any evidence that the Crsmpamy

28 actually incurred s8o,ooo in expenses on the rate case. Given the

21 lack of evidence that the Company incurred such costs and that they

22

23 We will approve $40,000 in rate case

24

were reasonable and appropriate, staff's recommended level of rate

case expense should be used .

expense to be amortized over three years, and we will araoxrtize the

25

26

27

s The Company's $80,000 rate case expense was amortized aver
- period of 3 years, for an annual expense of $36,66?, but the
company included an extra $11,511 annual expense, saying that the
total, $38,184 was its "actual" rate ea9a expense.

pa
6 Post-Hearinq Brief of Paradise Valley Water Company, 9.184

8;9¢19
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4

6

7

1 1 balance of the rate case expense Fran the Company's previous rate

2 case, $40,G00, also over a period of three years. This results in an

3 annual rata case expense of $26,667. Accordingly, we will decrease

I the €onpany's adjusted annual rate case expense by $38,184.

5 Miscellaneous

The Company agreed with Staff's adjustments to remove the $209

, penalty payment to the Internal Revenue Service and to remove $17,508

of temporary labor costs.

Maintenance Expense

8

9

10

11 made

12

13

14

15

16

17

The Company proposed an adjustment to amortize electrical

improvements during the TY over a two-year period .

proposed a ten-year amortization period, based upon its belief that

the expense was for capital improvements. We concur with the company

that the repairs to electrical circuits should be considered as an

spense, not capital, and that a two-year amortization is therefore

appropriate.

Depreciation 8xnfense

consistent with our rate base determination, depreciation expense18

19 should be reduced by ($21,958).

to Interest Expense

21 I The Company's actual interest expense during the TY was $18,640

22 based upon its capital structure at the end of the TY. The Company

. proposed an adjustment to increase interest expense to $75,900 which

24 includes interest on the additional short-term debt used to finance

23

25

26

27

plant additions. Using the interest synchronization method, the

Company's TY interest expense should be $19,142. Accordingly we will

adjust the Company*s proposed Interest Expense bY (856,758) .

28

i
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1 Doeratina Income Summary

2 $2,221,985
$2,214,966

3

4

s

6

7

(581859)
(1 7 , 3 2 0 )

(2 , 2 6 8 )
(1 9 , 9 5 9 )
(3 8 , 1 8 4 )

(209)
(1 7 , 5 0 8 )
(56 ,758 )
(2 1 , 9 5 8 )
93 ,916

$2 ,131 ,677
$ 90 ,3089

operating Revenues
operating Expenses (Per ¢ompeny)
Commission approved adjustments:

P8098
Accrued Pension Plan costs
Miscel laneous General  Expense
Legal Expenses
Rate case Expense
IRS Penal ty
Temporary Labor Costs
I n t e r e s t  Syn ch r o n i za t i o n '
Deprec ia t i on
Income Tax

to tem operat ing Expenses
Uet operating Income

l o I

Q'98'l' Of' CAPITAL
11

Capital Structure
12

13

14

15

16
The

17

18

19

t o

21

22

'Mae Comp-any's actual capital structure as of the end of the TY

consisted of $1,802,373 ccmmonequity {81.84%) and $400,000 short-tem

debt (1a.1sz) . The Company proposed that the capital structure be

a d j u s t e d  t o  i n c l u d e  a d d i t i o n a l s h o r t - t e r m  d e b t i n  t h e  a m o u n t  o f

$ 9 2 0 , 0 0 0  W i c k  w i l l  b e  i n c u r r e d  t o  f i n a n c e  p l a n t  a d d i t i o n s .

mmpamyw prows capital structure included 57.72 percent common

equity and 42.28 percent short-tem debt .

S t a f f  p r o p o s e d  u s i n g  t h e  e n d  o f  T Y  c a p i t a l  s t r u c t u r e  a s  t h e

C o m p a r e s  c a p i t a l s t r u c t u r e i n  t h i s p r o c e e d i n g . A l t h o u g h s t a f f

generally recommends the use of the most recent capital structure,

since staff recommended the costs of the new well be removed from rate
23

I
24

base, S t a f f a l s o removed the debt t o  f i n a n c e  t h e  p r e p a r a t i o n  o f  t h e

Sta f f  fu r ther  recommended that
25

excess Ive
26

well  s i te  f rom the capita l  structure .

t he  c o s t  o f  e q u i t y  s ho u l d  no t  i nc l ud e a p e n a l t y  f o r  a n

e q u i t y  r a t i o  b e c a u s e  t h e  c o m p a n y  h a s  t a k e n  s t e p s  t o w a r d  a  m o r e
27

28 r Interest  synchronizat ion appl ies  only to  ca lculat ion o f
income t a x .

uscIsron no . 9 4 712

.
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as evidenced by i t  recent financing1 balancedI capital

2 l applications .

structureI

3

4

s

6

1
8

8

L 9

10 a

11

12

13

14

i s

16

17

18

19

pa

21

22

23

we concur with the capital structure recommended by staff. I t  i s

the actual capital at the end of the TY and it matches closely the

financing of assets which comprise our allowed rate base .

cost or Debt
The Company's cost of debt at TY end was 4.66%, the federal funds

rate plus 0.65%. The Company's original f i l i ng contemplated

refinancing its existing line of credit with Mellon Bank and borrowing

additional funds for plant additions on long-term basis

Subsequently, the Company instead decided to increase its line of

credit to approximately $1,300,000. The current terms of the line of

credit include a borrowing rate equal  to the average federal  funds

plus 1.90 percent. Staff proposes using the TY cost of debt of 4.66%

the Company proposes using a cost of debt of 5.75% .

We concur with Staff 's proposed cost of  debt . Although the

borrowing rate has increased from 0.65% to 1 percent over the federal

funds rate pursuant to the terms of the line of credit, since the TY

the C1oupamy*s estimate of the federal funds rate was higher than the

actual rate.° Accordingly, we wi l l use a cost of debt of 4.66

percent in our determination of the cost of capital .

Cost of Bouitv

Both staff and the company presented an estimate of the cost of

common equity using Discounted Cash Flow ( "DCF") analysis. staff also

used a comparable earning method to ensure that the DCF calculation

24

25

26

27

28

a The Company used 4.75 percent as its estimate of the May
1993 federal funds rate, while the actual rate reported in the May
5, 1993 edition of the Wall street Journal was between 2.88 to 3.913

percent.

E
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1

2 model ("CAP ll") and a

3

4

5

6

1

8

9

was reasonable, and the Company performed a Capital Asset pricing

risk premium analysis. The commission has

repeatedly expressed i t s preference for objective market~based

measures provided by the DCF analysis, and accordingly, we will use

the DCF analysis in this case.

The Company's updated DCF analysis indicated the cost of equity

for a typical, large publicly traded water utility ranged from 11.37%

to 12.11%. The company recommended a return on emu tty of 12.0% based

on the recognition that sma l l e r  s i z e  wa te r  u t i l i t i e s  a r e  mo re  r i s ky

18 and because 12% is

11

12

13 Sta f f ' s  DEF

14

15

16

17 DCF

18 o f

19 the

20

21

22 Staff

23 I

I

24

25 Based

26

than l a r g e r  p u b l i c l y  t r a d e d  w a t e r  u t i l i t i e s ,

c o n s i s t e n t  w i t h  e q u i t y  r e t u r n s  f o r  c o m p a r a b l e  w a t e r  u t i l i t i e s  i n

Arizona that were authorized by the Commission in 1993 .

staff recommended a cost of equity of 10.8 percent.

analysis produced a range for public ly traded water companies of 10.8

to 11.3 percent based on spot and average dividend yield calculations .

The company cr i t ic ized Sta f f 's  use of  a  s ta t is t ica l  regress ion method

i n the model which the Company believes provides a distorted

estimate dividend per share growth: fo r f a i l i n g to properly

consider small s i ze  and  omer  r i s k fac to rs  app l i cab le  to  the

Company: and Staff ' s  i n c lu s ion  o f  pub l i c l y - t r aded  u t i l i t i e s  in  the

sample group which have had negative earnings and which have

s i g n i f i c a n t earnings from non~water u t i l i t y operat ions.

c r i t i c i z e d the Company for inclusion o f  f l o t a t i o n c o s t s  a nd  f o r  i t s

exaggerated r isk prof i le of medium-sized Ar izona water u t i l i t i e s .

upon a r e v i e w  o f  a l l the ev idence, we f i n d  t h a t  t h e

appropriate cost of equity for the Company in this proceeding to be

27

28 9 Consolidated Water Uti l it ies,  Docket No. E-1009-92-135,
and Garden Shores Water, Docket No. u-1815-92-200.
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H 11 . 9 pnercrenwt .

c o s t  o f  c a p i t a l  S u ln mra rv

3

4 ¥ net
Ccamnon Equity

Percen tage
T o t a l
18.16%
81.84%

Cas t
4 .6685

11 • 80%

composite
Cost

.85%
9.0<>*3
9.85%5

6 RVTEDRI281) nzen8nss/nncnsnsg

7 W i th  t he  ad jus tmen ts  adop ted  he r e i n ,  t he  ad jus ted  T Y ope r a t i ng

income Isa ssw,3oa. F u r t h e r ,  t h e 9.85 percen t c o s t  o f  c a p i t a l  f o r  t h e

l o

Ccaqpany t rans lates i n t o  a 5.43 per cen t r a t e :sf r e t u r n  o n  F V R 8  a s

au thor i zed  he re i n above . Mu l t i p l y i n g  t h e  5 . 4 3  p e r c e n t  r a t e  o f  : S a t u r n

11 by t h e  F i n a  f o r  t h e  C o m p a n y  p r o d u c e s  r e q u i r e d  o p e r a t i n g  i n c o m e  o f

12 $221 ,951 . T h i s i s  $ 1 3 1 , 6 4 3  m o r e  t h a n  t h e  T Y  a d j u s t e d  o p e r a t i n g

13 incalwe 0

14

Mult ip lying the excess by the revenue conversion factor of

L e a s re s u l t s  i n  a n increase of $2111682 o r  a  9 . 5 percent increase

15 over TY revenuers I

16 :wma 1188188

17 Thee cannpanyw rates and charges at  present,  as propcased by the

18 i company, and as recommended by staff are as follows :

19 P re se n t
Ra tes

Proposed Rates
Ccampatw Sta f f

t o HDNTHLY USAGE ctmasn :

21

22

.23

24

5 / 8 "  x  3 / 4 "  M e t e r
3 /4 "  me te r

1 "  Me te r
1  1 / 2 "  Me t e r

Eu Meter
EU Meter
4"  Meter
6" Meter

s  5 . 6 0
5 . 6 0
9 .33

18 ,67
29 .87
56 .00
93 .33

186 .87

s 7.00
7.00

11,67
23.33
37.33
T8.*0G

116.67
233.33

s  5 . 6 0
5 . 6 0
9_33

18 .67
29.87
56 .90
93.33

185.87
25

25 • H 11

27 1 * s

I
28

2
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1

2

conservation Surcharge for
All lletets * Per Month for
so nantns o.oo 0.25 o.oc

3

4 0.42 0.51 o.ss

s o.oo 0.3825 a.o0

6 1.12 1.37 1.12

7

8

9

Excess of minimum-per 1,890 gallons
Residential 1,901 through

29,999 gallons
Alternate Residential - 1,oo1

thru~ go 29,999 gallons
Residential - in excess of

30,009 gallons
Alternative Residential - in
excess at 30,000 gallons

other water utility
Turf
Co~ercial
Gallons included in minimum

o.oo
0.93
0.58
0.75
1,0oo

1.0215
1.14
o.69
11.92
1,ooo

o.oo
0.93
0.58
0.80
1,ooo

10 SERVICE mug AND Graz INSTALIATIGN clilsnczxs :
fkefnmriable pursuant to A.A.C. R14-2-405)

11
s 3zo.co s

12

13

14

5/8* x 3/4* Hater
3/4' ulcer

18 Meter
1 1/2" Hater

21 ma r
31 Meter
411 Meter
611 Meter15

$330.00
360.00
411.00

u7A
604.00

1,062.00
1,806.00
31872.00

360.00
411»90

u/A
604.00

1,062.00
1.806.00
3,872.00

330.00
360.80
411.00

n/a
694.00

1,062.80
1,806.00
3,872.80

16 ssnvzca war was z

17 $20.00
0o.oo
30.00

$20.00
4o.oo
30.00

$20.00
4o.oo
30.0018

19

pa

o.oo
1s.oo

*
*

60.00
1s.oo

*

*

60.00
15.00

*
*

21

22
10. 00
12.00
****
10.00

**
12.00
****

10. of23

**
12.00
****

10.00

24

Establishment
Establishment (After Hours)
Reecmnection (Delinquent)
Recmmection (Delinquent)

After Hours
meter 'rest (If Correct)
Uepgsit
Deposit Interest
Reestablishment

(Within 12 Months)
NS? Check
Deferred payment
Meter Reread (If Correct)
Late Payment Penalty -

Monthly percentage r a te o.oo 1.50% 1.50%

i s I'Iont.h1y Service ¢harqe for Fire sprinkler

E
i
I

ZN
i
3
i

I
I27

*a*

7.00
11.67
23.33
37.33
70.00

**-Jr

auf
M n

*Qt28

4" Ar Smaller

g r

10"
Larger than 10"

16 DECISION NO l.5/9//5*
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Per Casluwaission rule A.A.C. 1114-2-403(B) .
llanths off system times the monthly minimum per
2~403(D) •
1% of Monthly Minimum for a Comparable
connection, but no less than $5.00 per month.
Per Commission Rule R14-2-409 (G)6.

A.A.c. R14

sized Meter

The issue of the appropriate rate design was a primary issue in

the Compares last rate proceeding. At that time, we approved a rate

design that included inverted block rates i n order to encourage

conservation and which was designed to enable the Company to come into

compliance with the Arizona Department of water Resources ("ADWR" )

consumption requirements .

In this proceeding, the Company requested no modifications to its

rate design. The Company proposed that the revenue increase be spread

evenly over each major customer class. staff proposed to di.stri»bute

the revenue increase in the commodity charge to the commercial class

and commodity charge to the lower consumption block for the

residential class. The Country club proposed that no increase Ne

given to the turf customer class because the present rates already

recover more than the cost to provide service and because the increase

in plant additions and the proposed capital expenditures do not

involve the golf course .

No party conducted a cost of service study in this proceeding

We believe that it is most appropriate to retain the current rate

design, spread the revenue increase among all customer

classes Howemrer, we disagree with the company that the customer

charges should be increased, and will place the increase only in the

commodity charges in order to continue to encourage conservation

and to

we have not allowed in rate base the plant additions and
capital i.up:*uv=enents which the country Club arquea ala not involve

28 l tuna golf course.

17 DECISIQH 990.
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1

3

4

6

7

appropriate for the Company

i s

means

19

to

21

22

23

24

25

time .

I
1I
s.

s
i

Alternative Rate Program

In early November, 1992, the Company and ADWR signed a settlement

agreement ("Agreement") and an order was issued by the Director of

water Resources approving the Agreement on November 16, 1992. The

Agreement requires the Company to establish a Water Conservation

Program with the goal of reduction of the Gal Ions Per Capita Per Day

rate and the implementation of specific plans to reduce consumption on

a continued, long-term basis. As a part of its plan, the Company has

9 requested approval of its Alternative Rate Program for residential

l o I customers who agree to implement certain conservation measures.

11 I Customers under this rate would receive a 25% discount in order to

12 i  provide an incentive to insta l l low-flow plumbing f ixtures or low

13 ' water use landscaping. Staff has recommended the alternative rate

14 structure not be approved .

15 we agree that programs which encourage water conservation are

16 . to implement. However, we are not

17 . convinced that the proposed alternative rate schedule the best

to accomplish conservation among the Company's customers. We

note that under the terms of the settlement agreement with ADWR, i f we

reject the alternative rate structure, the Company will submit a plan

to ADIIR to establish an alternative program of voluntary water audits

for  s i ng l e fami ly residential customers. Accordingly, we do not

believe that an alternative rate schedule which provides a discounted

rate for water is appropriate at this

water Conservation Surcharqe

The company requested approval to implement a surcharge of $0.25

per customer bill to recover one-time expenses to place conservation

programs into effect and to perform audits required by ADWR under the

57947

27

28

18 DECISION NO. I
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1 Agreement. staff recommended that the commission not approve the

2 : surcharge because it would result in double recovery of conservation

3 . related expenses .

we concur with staff that the request for a surcharge should be

s denied. The surcharge is designed to recover one-time expenses, and

6 I  there fore  is nonrecurring. Since we have not approved the alternat ive

rate sdxedule, the surcharge is not necessary to recover revenue

losses incurred due to customers moving to that tariff .

9 I Baekflou/cross-connection Tariff

The Coipanly proposed adoption of a backflow prevention tariff

11 ~l union is supported by staff. We concur and will approve the tariff.

approval of a purchased power adjustment

1 t a r i f f . staff recommended that the commission not

15 I adopt a lllll for the egmpamy at this time. Staff argued that although

16 I gunner does eonstirute a significant portion of the Company"s

xv I is largely oucsiae the control of management, the expense

and therefore, such a mechanism

concur with Staf f  and wi l l  deny the request  to

tar i f f  I o  th is  proceed ing.

e * * *

enti re record herein and being fu l l y

23 the Commission finds, concludes, and orders

the

i  g v i m u m z n e p w u z s e s .

za l tnatz

4

-i

rnmnus or nc!-

1. Applicant is an Arizona corporation engaged in the business

27 I of puvvidinq water for public purposes within portions of Maricopa

pa E County, Arizona, pursuant to authority granted by this Commission.

5754?19 DECISION NO..
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I 2.

2

On Qctaber 13, 1992, the company filed an appt cation with

the Commission requesting authority to increase its rates and charges

3 for water service •

4 3. cm November 10, 1992 a Procedural Order was issued setting

s this matter for bearing commencing on May 12, 1993.

6 4 . Gr December 15, 1992, the company filed revised schedules in

7 support of its application.

s. During the TY ended March 31, 1992, the Company had an

average number of customers of 4, 181.

10 6.

11 : March 31,

The GCRB, RCNRB, and FVRB for Appt scant for the TY ended

$2,251,947,1992 are determined t o b e $5,9234066,

12

13 7 .

14

15

$4,as7,507, respectively.

Applicant's adjusted TY operating income is $90,308, based

upon operating revenues of $2,221 ,985 and operating expenses of

$2,1311677 •

16 a. The Company°s actual capital structure as of the end of the

17 TY contained 81.84 percent equity and 18.16 percent debt.

18 9. The appropriate capital structure to be used in this
4

19 proceeding is the capital structure as of the end of the Ty .

20 10. In the circumstances of these proceedings, a rate of return

21

22

on FVRB of 5.43 percent is just and reasonable.

operating Income of $221,951 is necessary to yield a 5.4311.

23 percent rate of return on the FVRB.

24 12. Applicant must increase operating revenues by $211,682 to

25

26

produce operating income cf $221,951.

Applicant's13. requested backflow/cross-connection

27 should be approved .

28
z

5 14. Applicant's requested purchased power adjustment mechanism
i
I
I
l

20 DECISION NO. fl"//7
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rate program for
1 I tariff mama be mniea.

15. Applicants requested alternative

3 I- residential customers should be denied.

16. Apq:» 1icant's requested conse rva t i on surcharge shou ld be

95 1 denied.

4

'S

7 1. Applicant is a public service corporation within the meaning

s 4. of Article xv of the Arizona Constitution and A.R.S. 540-201, et seq

9 z. The Commission has jurisdiction over Applicant and of the

to subject matter of the application.

11 - 3. llotice of this matter was given in accordance with the law

12 The rates and charges proposed by Applicant are not just and

cqwucnuexous or Lam

reasonable.

s. The rates and charges authorized hereinbelow for the

provision of water service are reasonable and should be adopted

13

14

15

16

17

onus;

18

IT IS nama8:-*can ORDERED that Paradise Valley Water Complamy shall

file on or before October 1, 1993, the following schedule of rates and

19

20 nowrtux usAGe cnARss :

21

22

23

24

s 5.60
5.60
9.33

18.67
29.87
5e.oo
93.33

186.87
25

26

s 0 .51
1.21
1.o4
0.64

27

28

charges:

5/8* x 3/4* meter
3/4* Hater

la Meter
1 1/2" Meter

2' Meter
3" Meter
4* Meter
6* Meter

Excess of minimum Per 1,000 gallons
Residential - 1,001 through 29,999 Gallons
Residential - in excess of 30,000
other Water Utility
Turf
Commercial

Gallons included in minimum 1,uoo

ft

21 DECISIQN JaN •
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1 S 8 9 1 9 METER nrs'1'ALr..A'1'1oxa qaauzensz
(lmxrsmnt to A.A.¢. R14.,2..4g5)

2
$

3

4

s

5 / 8 °  x  3 / 4 "  me t e r
3/41 Meter

in meter
1 1/2" Meter

2' Meter
3" Meter
pa Meter
6" Meter

330.00
360.00
411.00

N/A
604.00

1.0e2.00
11806.00
3,872.006

'I snavxcn cnnazstzs z

8

9

w

11

12

13

Establishment
Establishment (After Hours)
Reconnection (Delinquent
Reconnection (Delinquent) - After Hours
Meter Test (If ¢orrect)
Deposit
Deposit Interest
Reestablishment (Within 12 Months)
ser ~§8¢k
Deferred Payment
meter Reread (If correct)
Late Payment Penalty - Monthly percentage rate

s20.00
40.00
30.00
60.00
15.oo

*

*

* *

12.00
****

10.00
1.58%

14
Monthly service charge for I-'ire Sprinkler

15
or smaller

16
411
60
gr

17 10"
Larger tuan 1o° '

18

19

20 sizedm u

21

Per Commission rule A.A.c. 814-2~403(B) .
months off system times the monthly minimum per A.A.C. R14
2-403(D) D
1% of Monthly minimum for a comparable meter
Connection, but no less than $5.00 per month.
Per Commission Rule R14-2-409(G)6.

22

23 IT

24

25

26

27

IS FURT HER ORDERED that  said  rates and charges shal l  be

effective for all service provided on and after October 1, 1993

IT IS FURTHER ORDERED that paradise Valley water Company shall

notify its customers of rates and charges authorized herein and the

effective date of same by means of an insert in its regular monthly

b i l l i n g .28

4

22 DECISIGN Rio. 67W
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I
I

I

re IS Furazm QRBBRED that the request of paradise valley water

conpawly for approva l o f  a  backf low/cross-comaect ion tar i f f  is  hereby

approved.

l IT IS FURTHER 9RDERBD that this Decision shall become effective

s

5

innmneuiiately.

.~ BY oman GF 'run ARI WA CORPORATION coxnussxon.

r l
\t4

3
caumunn

/ ,
; . ' 3 . " D  L J

9

D

1

2

I

IN WITNESS WHERIFT", JAMES MATTHEWS, Executive
Secretary of the Arizona Corporation Commission, have
hereunto set my hand and caused the official seal of the
Ccrnlmnission to be affixed at the Capitol, in the city of
Phoenix, this 9, day of f̀ }e.{~1uu <4 , 1993.

3

4

s

64, 98 °r~'-~»9»*~~-. D
JAMES navminws v
8XBCUTIVE SECRETARY

6

7
(SEE ATTACHED SPECIAL CDNCURRENCE BY ccnuxsslonsn MORGAN)DISSENT

.8 .  LF

0

»1

52

£7

..- v"Ir

.9

pa

ZN

ZN

ll
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SPECIAL Cfjllflfggggggg

comnaIssIoma naman0

While I concur with most at todany°s Order approving new rates
and charges for Paradise Valley water Cmnnpany, I am concerruad that
at least one pfarrtion of todays order may be misinterpreted. The
disallowance of various legal expenses should not be misuzuderstood
so as to "send a message."

R e g u l a t i o n s and t h e r e g u l a t o r y e n v i ro n me n t b e n e f i t b y
i n t e l l i g e n t ,  r o b u s t  d e b a t e . T h a t  r o b u s t  d e b a t e  m a y  c e n t e r  u p o n  a
r a t e  a p p l i c a t i o n ,  p r o p o s e d  o r  p a s s e d  r e g u l a t i o n s  o r  o t h e r  a r e n a
u p o n  w h i c h  t h i s  c o m m i s s i o n  h a s  j u r i s d i c t i o n . B e c a u s e  o f  t h e  n a t u r e
o f  o u r  r e g u l a t o r y  p r o c e e d i n g s ,  t h a t  r o b u s t  d e b a t e  o f t e n  i s  a d v a n c e d
b y l e g a l c o u n s e l r e p r e s e n t i n g t h e v a r i o u s p a r t i e s . T o d a y ' s
disallowance or deferral of select legal expenses should not be
u n d e r s t o o d  t o  m e a n  t h a t  t h i s  C o m m i s s i o n  w i l l  p e n a l i z e  n  p a r t y  f o r
e x e r c i s i n g  i t s  d u e  p r o c e s s  r i g h t s  t b r o u g i m  l e g a l  c o u n s e l ,  n o r  s h o u l d
t h e  O r d e r  b e  u n d e r s t o o d  t o  m e a n  t h a t  d i s a l l o w e d  l e g a l  e x p e n s e s  i s
a n  a l l o w a b l e  m e a n s  t o  s e t  r a t e s  a r t i f i c i a l l y  l o w .

Mo re o v e r , t o d a y ' s o r d e r  s h o u l d  n o t  b e  i n t e r p r e t e d  t o  m e a n  t h a t
a  p a r t y  s h o u l d  i n d i c a t e  p r u d e n t  m a n a g e m e n t  o f i t s  a f f a i r s  b y
f o re g o in g  t h e  p ro c u re me n t  o f  e a e c p e r t  a d v i s e ,  i n c l u d in g  l e g a l  a d v i s e  .
I n  t o d a y s  c o m p l e x  s o c i e t y ,  o f t e n  i t  i s  i m p e r a t i v e  t h a t  a  p a r t y
s e c u r e  l e g a l  c o u n s e l  s o  a s  t o  b e s t  p r o t e c t  i t s e l f  f r o m  l i a b i l i t y
w h i l e  a t  t h e  s a m e  t i m e  a s s e s s  i t s  p o s i t i o n  t o  t a k e  a d v a n t a g e o f
c h a n g i n g r e g u l a t o r y ,  e n v i r o n m e n t a l ,  c o m p e t i t i v e ,  l e g a l  a n d  m a r k e t
c o n d i t i o n s . I t  i s  a x i o m a t i c  i n  r e g u l a t o r y  l a w ,  h o w e v e r ,  t h a t  a
c o m p a n y  f a i l i n g  t o  p r o t e c t  i t s e l f  o r  i t s  r i g h t s  w h o  s e e k s  t o  p a s s
t h a t  c o s t  o n  t o  i t s  r a t e p a y e r s  w i l l  h a v e  i t s  p e t i t i o n  d e n i e d . The
r a t e p a y e r  s h o u l d  n o t  p a y  t h e  p r i c e  o f  p o o r  m a n a g e m e n t  d e c i s i o n s  .
Co n se e q u le n t l y ,  ma n a g e me n t  mu s t  h a ve  t h e  re so u rce s  a t  i t s  d i sp o sa l  t o
e n s u r e i t s d e c i s i o n s o r i n a c t i o n s d o n o t a d v e r s e l y a f f e c t
r a t e p a n q r e r s ,  w h e t h e r  o r  n o t  t h e  t o p i c  o f  i n q u i r y  m a t e r i a l i z e s . One
s u c h  r e s o u r c e  i s  l e g a l  c o u n s e l  .

That said, the necessity of having available and securing
legal counsel must be tempered with the prudent and cost-effective
use of that counsel. Ratepayers must not bear the burden of legal
counsel where the cost of legal counsel is excessive or where legal
counsel is not warranted by the project or inquiry. The cost of
legal counsel is a legitimate area of inquiry for this Commission,
but those Costa should be allowed as long as the legal expense was
prudent in both cost and scope. To the extent that todays Order
meets this test, I concur .
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1 INTRODUCTION

2

3

4

5

Please state your name, occupation, and business address.

My Name is William A. Rigs by. I am a Public Utilities Analyst V employed

by the Residential Utility Consumer Office ("RUCO") located at 1110 W.

Washington, Suite 220, Phoenix, Arizona 85007.

6

7

8

9 I

10

11

12

13

14

15

16

17

Please describe your qualifications in the field of utilities regulation and

your educational background.

have been involved with utilities regulation in Arizona since 1994. During

that period of time I have worked as a utilities rate analyst for both the

Arizona Corporation Commission ("ACC" or "Commission") and for RUCO.

I hold a Bachelor of Science degree in the field of finance from Arizona

State University and a Master of Business Administration degree, with an

emphasis in accounting, from the University of Phoenix. I have been

awarded the professional designation, Certified Rate of Return Analyst

("CRRA") by the Society of Utility and Regulatory Financial Analysts

("SURFA"). The CRRA designation is awarded based upon experience

18 and the successful completion of a written examination. Appendix 1

19

20

further describes my educational background and also includes a list of

the rate cases and regulatory matters that I have been involved with.

21

22

23

A.

Q.

Q.

A.

1
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What is the purpose of your testimony?

The purpose of my testimony is to present recommendations that are

based on my analysis of Arizona American Water Company's ("AAWC" or

"Company") application for a permanent rate increase ("Application") for

two of the Company's water districts and three of AAWC's wastewater

districts in the state of Arizona. AAWC has chosen the operating period

ended December 31, 2008 for the test year in this proceeding. AAWC has

also elected not to conduct a reconstruction cost new depreciated study

for the purpose of establishing a fair value rate base, and to use its

original cost rate base as its fair value rate base for the purpose of

establishing a fair value rate of return on the Company's invested capital.

13 Which water and wastewater districts are included in AAWC's Application?

AAWC is seeking permanent rate increases for the Anthem and Sun City

Water Districts. The Company is also seeking permanent rate increases

for its Anthem/Agua Fria, Sun City and Sun City West Wastewater

Districts.

19 Briefly describe Arizona-American.

Arizona-American operates eleven water and wastewater systems in

Arizona. The Company is a subsidiary of American Water Works

Q.

Q.

2
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1 Company, Inc., a publicly traded entity on the New York Stock Exchange,

2 which is based in Voorhees, New Jersey.1

3

4 Is this your first case involving Arizona-American?

5 No. I have also testified, as a witness for RUCO, on cost of capital issues

6 in prior rate case proceedings for AAWC's Sun City and Sun City West

7 Wastewater Districts2 I also appeared as a witness in rate case

8 proceedings that involved the Company's Anthem/Agua Fria Water and

9 Wastewater Districts3, as well as Arizona-Americarfs Mohave4 and

10 Paradise Valley Districts5. I also recommended, as a Senior Rate Analyst

11 on the ACC Staff, that the Commission reauthorize a revolving line of

12 credit for the Paradise Valley Water Districts. Most recently I testified in

13 AAWC's "Mega" case,7 which involved all of the Company's districts that

14 are not part of this filing. In addition to the rate increase and financing

1 According to the Value Line Investor Survey, American Water Works Company, Inc. is the
largest investor-owned water and wastewater utility in the U.S., providing services to over 15
million people in 32 states and Canada. Its non-regulated business assists municipalities and
military bases with the maintenance and upkeep as well. Regulated operations made up almost
90% of 2008 revenues. New Jersey is its biggest market accounting for nearly 20% of revenues.
American Water Works Company, inc. has roughly 7,300 employees. RWE AG owns roughly
49° /o of common stock outstanding. Capital World Investors, 8%. Off. & Dir. own less than 1%.
President 81 CEO, Donald L. Correl.

2 Docket No. WS-01303A-06-0491

3 Docket No. WS-01303A-06-0403

4 Docket No. W-01303A-06-0014

5 Docket No. W-01303A-05-0405 et al.

6 Docket No. W-01335A-00-0327

7 Docket No. W~01303A-08-0227 et al.

A.

Q.

3
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1

2

proceedings cited above, I have also prepared testimony in cases that

involved a request for an arsenic cost recovery surcharge for AAWC's

3 Paradise Valley District. I further testified on AAWC's request for an

4 increase in hook-up fees to fund the construction of the Company's White

5 Tanks surface water treatment facility ("White Tanks Plant"), for the

6 Company's Agua Fria District.8

7

8 Q. What issues will you address in your testimony?

I will address the cost of capital issues associated with the case. l have9

10 also filed, under separate cover, direct testimony on RUCO's position on

11

12

AAWC's proposed infrastructure improvement surcharge for the

Company's Sun City District.

13

14

15

16

Were you also responsible for conducting an analysis on the Company's

proposed revenue level, rate base and rate design?

No. Mr. Ralph C. Smith of Larkin 8< Associates, PLLC, handled the

17 required revenue and rate base aspects of the case and Mr. Rodney L.

Moore of RUCO will file testimony on rate design.18

19

20 Please explain your role in RUCO's analysis of AAWC's Application.

l reviewed AAWC's Application and performed a cost of capital analysis to21

22 determine a fair rate of return on the Company's invested capital. In

8 Docket No. W-01303A-05-0718

A.

Q.

A.

Q.

A.

4
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1

2

3

addition to my recommended capital structure, my direct testimony will

present my recommended cost of common equity and my recommended

costs of long and short-term debt (the Company has no preferred stock).

4 The recommendations contained in th is  test imony are based on

5 information obtained from Company responses to data requests, the

6 Company's Application and from market-based research that I conducted

7 during my analysis.

8

9

10

Piease identify the exhibits that you are sponsoring.

am sponsoring Schedules WAR-1 through WAR-9.I

11

12 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

13

14

15

16 I

17

18

19

20

21

22

23

Briefly summarize how your cost of capital testimony is organized.

My cost of capital testimony is organized into seven sections. First, the

introduction I have just presented and second, the summary of my

testimony that I am about to give. Third, will present the findings of my

cost of equity capital analysis, which utilized both the discounted cash flow

("DCF") method, and the capital asset pricing model ("CAPM"). These are

the two methods that RUCO and ACC Staff have consistently used for

calculating the cost of equity capital in rate case proceedings in the past,

and are the methodologies that the ACC has given the most weight to in

setting allowed rates of returns for utilities that operate in the Arizona

jurisdiction. in this third section l will also provide a brief overview of the

A.

Q.

Q.

A.

5
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1

2

3

4

current economic climate that AAWC is operating in. Fourth, I will discuss

my recommended cost of debt. Fifth, I will compare my recommended

capital structure with the Company-proposed capital structure. Sixth, l will

explain my weighted cost of capital recommendation and seventh, I will

5 comment on AAWC's cost of capital testimony. Schedules WAR-1

6 through WAR-9 will provide support for my cost of capital analysis.

7

8 Please summarize the recommendations and adjustments that you will

9

10

address in your testimony.

Based on the results of my analysis of AAWC, am making the followingI

11 recommendations:

12

13

14 I

15

16

Cost of Equitv Capital - I am recommending a 9.50 percent cost of equity

capital. This 9.50 percent figure falls within the range of results that

obtained in my cost of equity analysis, which employed both the DCF and

CAPM methodologies.

17

18 Cost of Long-Term Debt I am recommending a 5.47 percent co.st of

19 long-term debt. This is based on my review of the costs associated with

AAWC's various long-term notes and agreements.20

21

Q.

A.

6



lllll

Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-09-0343 & Docket No. SW-01303A-09-0343

1 Cost of Short-Term Debt I am recommending a 3.41 percent cost of

2 short-term debt. This is based on the cost associated with commercial

3 paper issued by AAWC.

4

5

6

7

8

Capital Structure - I am recommending that a blanket capital structure, for

each of the five districts included in the Company's filing, comprised of

approximately 13.29 percent short-term debt, 47.56 percent long-term

debt and 39.15 percent common equity, be adopted by the Commission.

9

10 Weighted Average Cost of Capital Based on the resul ts of my

11

12 I

13

14

recommended blanket capital structure, cost of common equity, and debt

analyses, am recommending a 6.77 percent weighted average cost of

capital ("WACC") for AAWC. This figure represents the weighted cost of

my recommended cost of common equity and my recommended cost of

debt.15

16

17

18

19

Why do you believe that your recommended 6.77 percent cost of capital is

an appropriate rate of return for AAWC to earn on its invested capital?

The 6.77 percent cost of capital figure that I have recommended meets

the criteria established in the landmark Supreme Court cases of Bluefield20

21 Water Works 8< Improvement Co. v. Public Service Commission of West

22 Virginia (262 U.S. 679, 1923) and Federal Power Commission v. Hope

23 Natural Gas Company (320 U.S. 391, 1944). Simply stated, these two

Q.

A.

7
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cases affirmed that a public utility that is efficiently and economically

managed is entitled to a return on investment that instills confidence in its

financial soundness, allows the utility to attract capital, and also allows the

utility to perform its duty to provide service to ratepayers. The rate of

return adopted for the utility should also be comparable to a return that

investors would expect to receive from investments with similar risk.

The Hope decision allows for the rate of return to cover both the operating

expenses and the "capital costs of the business" which includes interest

on debt and dividend payment to shareholders. This is predicated on the

belief that, in the long run, a company that cannot meet its debt obligations

and provide its shareholders with an adequate rate of return will not

continue to supply adequate public utility service to ratepayers.

Do the Bluefield andHope decisions indicate that a rate of return sufficient

to cover all operating and capital costs is guaranteed?

No. Neither case guarantees a rate of return on utility investment. What

the Bluefield and Hope decisions do allow, is for a utility to be provided

with the opportunity to earn a reasonable rate of return on its investment.

That is to say that a utility, such as AAWC, is provided with the opportunity

to earn an appropriate rate of return if the Company's management

exercises good judgment and manages its assets and resources in a

manner that is both prudent and economically efficient.

8
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1 COST OF EQUITY CAPITAL

2

3

4

5

6

7

8

What is your recommended cost of equity capital for AAWC?

Based on the results of my DCF and CAPM analyses, which ranged from

5.24 percent to 9.75 percent, I am recommending a 9.50 percent cost of

equity capital for AAWC. My recommended 9.50 percent figure fails on

the high side of the aforementioned range of estimates that I obtained

from my DCF and CAPM analyses, which utilized a sample of publicly

traded water providers and a sample of publicly traded natural gas local

9 distribution companies ("LDC").

10

11 Discounted Cash Flow Method

12

13

14

15

16

17

18

19

Please explain the discounted cash flow ("DCF") method that you used to

estimate AAWC's cost of equity capital.

The DCF method employs a stock valuation model known as the constant

growth valuation model, that bears the name of Dr. Myron J. Gordon (i.e.

the Gordon model), the professor of finance who was responsible for its

development. Simply stated, the DCF model is based on the premise that

the current price of a given share of common stock is determined by the

present value of all of the future cash flows that will be generated by that

share of common stock. The rate that is used to discount these cash20

21 flows back to their present value is often referred to as the investor's cost

22 of capital (Le. the cost at which an investor is willing to forego other

investments in favor of the one that he or she has chosen).23

Q.

A.

Q.

A.

9



Ii l l I

Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-09-0343 a Docket No. SW-01303A-09-0343

1 Another way of looking at the investor's cost of capital is to consider it from

2 the standpoint of a company that is offering its shares of stock to the

3 investing public. In order to raise capital, through the sale of common

4 stock, a company must provide a required rate of return on its stock that

5 will attract investors to commit funds to that particular investment. In this

6 respect, the terms "cost of capital" and "investor's required return" are one

7 in the same. For common stock, this required return is a function of the

8

9

10

11

dividend that is paid on the stock. The investor's required rate of return

can be expressed as the percentage of the dividend that is paid on the

stock (dividend yield) plus an expected rate of future dividend growth.

This is illustrated in mathematical terms by the following formula:

12

DIk - +g
P0

where: k = the required return (cost of equity, equity capitalization rate),
13

DI
P0

the dividend yield of a given share of stock calculated
14

by dividing the expected dividend by the current market
15

price of the given share of stock, and
16

g = the expected rate of future dividend growth
17

18 This formula is the basis for the standard grow'th valuation model that I

19 used to determine AAWC's cost of equity capital. It is similar to one of the

20 models used by the Company.

10
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1 In determining the rate of future dividend growth for AAWC, what

2 assumptions did you make?

3 There are two primary assumptions regarding dividend growth that must

4 be made when using the DCF method. First, dividends will grow by a

5 constant rate into perpetuity, and second, the dividend payout ratio will

6 remain at a constant rate. Both of these assumptions are predicated on

7 the traditional DCF model's basic underlying assumption that a company's

8 earnings, dividends, book value and share growth all increase at the same

9 constant rate of growth into infinity. Given these assumptions, if the

10 dividend payout ratio remains constant, so does the earnings retention

ratio (the percentage of earnings that are retained by the company as

12 opposed to being paid out in dividends). This being the case, a

13 company's dividend growth can be measured by multiplying its retention

14 ratio (1 - dividend payout ratio) by its book return on equity. This can be

15 stated as g =b x r.

16

17 Would you please provide an example that will illustrate the relationship

18 that earnings, the dividend payout ratio and book value have with dividend

19 growth?

20 RUCO consultant Stephen Hill illustrated this relationship in a Citizens

21 Utilities Company 1993 rate case by using a hypothetical utiIity.9

22

Citizens Utilities Company, Arizona Gas Division, Docket No. E-1032-93~111, Prepared
Testimony, dated December 10, 1993, p, 25.

9

Q.

A.

Q.

A.

11
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1

2

3

4

5

6

7

8

Book Value

Equity Return

EamingslSh.

Payout Ratio

Dividend/Sh

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Table l

Year 3

$10.82

10%

$1 .082

0.60

$0.649

Year 4

$11 .25

10%

$1 .125

0.60

$0.575

Year 5

$11.70

10%

$1.170

0.60

$0.702

Growth

4.00%

N/A

4.00%

N/A

4.00%

9 Table I of Mr. HilTs illustration presents data for a five-year period on his

10

11

12

13

14

hypothetical utility. In Year 1, the utility had a common equity or book

value of $10.00 per share, an investor-expected equity return of ten

percent, and a dividend payout ratio of sixty percent. This results in

earnings per share of $1 .00 ($10.00 book value x 10 percent equity return)

and a dividend of $0.60 ($1.00 earnings/sh. x 0.60 payout ratio) during

15 Year 1. Because forty percent (1 0.60 payout ratio) of the utility's

16 earnings are retained as opposed to being paid out to investors, book

17 value increases to $10.40 in Year 2 of Mr. Hill's illustration. Table I

18 presents the results of this continuing scenario over the remaining five-

19

20

year period.

The results displayed in Table l demonstrate that under "steady-state" (i.e.

21 constant) conditions, book value, earnings and dividends all grow at the

same constant rate. The table further illustrates that the dividend growth22

23 rate, as discussed earlier, is a function of (1) the internally generated

24 funds or earnings that are retained by a company to become new equity,

12
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1 and (2) the return that an investor earns on that new equity. The DCF

2 dividend growth rate, expressed as g = b x r, is also referred to as the

3 internal or sustainable growth rate.

4

5 If earnings and dividends both grow at the same rate as book value,

6 shouldn't that rate be the sole factor in determining the DCF growth rate?

7 No. Possible changes in the expected rate of return on either common

8 equity or the dividend payout ratio make earnings and dividend growth by

g themselves unreliable. This can be seen in the continuation of Mr. HilTs

10 illustration on a hypothetical utility.

11

12

13

14

15

16

17

18

Book Value

Equity Return

Earnings/Sh

Payout Ratio

Dividend/Sh

Year 1

$10.00

10%

$1 .00

0.60

$0.60

Year 2

$10.40

10%

$1 .04

0.60

$0.624

Table II

Year 3

$10.82

15%

$1 .623

0.60

$0.974

Year 4

$11 .47

15%

$1 .720

0.60

$1 .032

Year 5

$12.158

15%

$1 .824

0.60

$1 .094

Growth

5.00%

10.67%

16.20%

N/A

16.20%

19

20 In the example displayed in Table ll, a sustainable growth rate of four

21 percents exists in Year 1 and Year 2 (as in the prior example). In Year 3,

22 Year 4 and Year 5, however, the sustainable growth rate increases to six

[ ( Year 2 Earnings/Sh .- Year 1 Earnings/Sh )
$1.00 1 =[$0.04 + $1.00 1 = 4.0 o

10 Year 1 Earnings/Sh ] : [ ( $1 .04 - $1 .00 )

Q.

A.

13



ll I

Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-09-0343 & Docket No. SW-01303A009-0343

1

2

3

4

percent." If the hypothetical utility in Mr. Hill's illustration were expected

to earn a fifteen-percent return on common equity on a continuing basis,

then a six percent long-term rate of growth would be reasonable.

However, the compound growth rates for earnings and dividends,

5 displayed in the last column, are 16.20 percent. If this rate were to be

6 used in the DCF model, the utility's return on common equity would be

7 expected to increase by fifty percent every five years, [(15 percent 10

8

9

10

11

percent) - 1]. This is clearly an unrealistic expectation.

Although it is not illustrated in Mr. Hill's hypothetical example, a change in

only the dividend payout ratio will eventually result in a utility paying out

more in dividends than it earns. While it is not uncommon for a utility in

the real world to have a dividend payout ratio that exceeds one hundred12

13 percent on occasion, it would be unrealistic to expect the practice to

14 continue over a sustained long-term period of time.

15

16

17

18

Other than the retention of internally generated funds, as illustrated in Mr.

Hill's hypothetical example, are there any other sources of new equity

capital that can influence an investor's growth expectations for a given

19 company?

20 Yes, a company can raise new equity capital externally. The best

21 example of external funding would be the sale of new shares of common

stock. This would create additional equity for the issuer and is often the22

11 [( 1 ..-. Payout Ratio ) x Rate of Return ] = [( 1 - 0.60 )x 15.00% ] = 0.40 x 15.00% = 6 0 0 %

Q.

A.

14
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case with utilities that are either in the process of acquiring smaller

systems or providing service to rapidly growing areas.

How does external equity financing influence the growth expectations held

by investors?

Rational investors will put their available funds into investments that will

either meet or exceed their given cost of capital (i.e. the return earned on

their investment). In the case of a utility, the book value of a company's

stock usually mirrors the equity portion of its rate base (the utility's earning

base) Because regulators allow utilities the opportunity to earn a

reasonable rate Of return on rate base, an investor would take into

consideration the effect that a change in book value would have on the

rate of return that he or she would expect the utility to earn. If an investor

believes that a utility's book value (i.e. the utility's earning base) will

increase, then he or she would expect the return on the utility's common

stock to increase. If this positive trend in book value continues over an

extended period of time, an investor would have a reasonable expectation

for sustained long-term growth.

Please provide an example of how external financing affects a utility's

book value of equity.

As I explained earlier, one way that a utility can increase its equity is by

selling new shares of common stock on the open market. If these new

15
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1 shares are purchased at prices that are higher than those shares sold

2 previously, the utility's book value per share will increase in value. This

3 would increase both the earnings base of the utility and the earnings

4 expectations of investors. However, if new shares sold at a price below

5 the pre-sale book value per share, the after-sale book value per share

6 declines in value. If this downward trend continues over time, investors

7 might view this as a decline in the utility's sustainable growth rate and will

8 have lower expectations regarding growth. Using this same logic, if a new

Q stock issue sells at a price per share that is the same as the pre-sale book

10 value per share, there would be no impact on either the utility's earnings

11 base or investor expectations.

12

13 Please explain how the external component of the DCF growth rate is

14 determined .

15 In his book, The Cost of Capital to a Public utility," Dr. Gordon (the

16 individual responsible for the development of the DCF or constant growth

17 model) identified a growth rate that includes both expected internal and

18 external financing components. The mathematical expression for Dr.

19 Gordon's growth rate is as follows:

20

21

22

12 Gordon, M.J., The Cost of Capital to a Public Utility, East Lansing, MI: Michigan State
University, 1974, pp. 30-33.

Q.

A.

16
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1 g

DCF expected growth rate,

(Br)+(Sv)

2 where: g

b3 the earnings retention ratio,

4 r the return on common equity,

5 S the fraction of new common stock sold that

6 accrues to a current shareholder, and

7 v funds raised from the sale of stock as a fraction

8

g and v

10 where: BV

of existing equity.

1-i(Bv)+(mp)i

book value per share of common stock, and

11 MP the market price per share of common stock.

12

13

14

Did you include the effect of external equity financing on long-term growth

rate expectations in your analysis of expected dividend growth for the DCF

model?15

16 Yes. The external growth rate estimate (sv) is displayed on Page 1 of

17 Schedule WAR-4, where it is added to the internal growth rate estimate

18 (br) to arrive at a final sustainable growth rate estimate.

19

20

21

22

23

Q.

A.

17
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1 Please explain why your calculation of external growth on page 2 of

Schedule WAR-4, is the current market-to-book ratio averaged with 1.0 in2

3

4

5

6

the equation [(M + B) + 1] + 2.

The market price of a utility's common stock will tend to move toward book

value, or a market-to-book ratio of 1.0, if regulators allow a rate of return

that is equal to the cost of capital (one of the desired effects of regulation).

7 As a result of this situation, used [(MI B)+1] 2 as opposed to the

8

9

current market-to-book ratio by itself to represent investor's expectations

that, in the future, a given utility will achieve a market-to-book ratio of 1.0.

10

11 Has the Commission ever adopted a cost of capital estimate that included

12 this assumption?

13 Yes. In a prior Southwest Gas Corporation rate
13case 1 the Commission

14

15

16

adopted the recommendations of ACC Staff's cost of capital witness,

Stephen Hill, who I noted earlier in my testimony. In that case, Mr. Hill

used the same methods that l have used in arriving at the inputs for the

DCF model. His final recommendation for Southwest Gas Corporation17

18

19

20

was largely based on the results of his DCF analysis, which incorporated

the same valid market-to-book ratio assumption that l have used

consistently in the DCF model as a cost of capital witness for RUCO.

21

22

13 Decision No. 68487, Dated February 23, 2006 (Docket No. G-01551A-04-0876>

Q.

A.

Q.

A.

18
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How did you develop your dividend growth rate estimate?

l analyzed data on two separate proxy groups. A water company proxy

group comprised of four publicly traded water companies and a natural

gas proxy group consisting of ten natural gas local distribution companies

("LDC") which have similar operating characteristics to water providers.

7 Why did you use a proxy group methodology as opposed to a direct

analysis of AAWC?

One of the problems in performing this type of analysis is that the utility

applying for a rate increase is not always a publicly traded company, as is

the case with AAWC itself. Although shares of AAWC's holding company,

American Water Works Company, Inc., are traded on the New York Stock

Exchange (NYSE) under the ticker symbol AWK, there is no financial data

available on dividends paid on publicly held shares of AAWC or any of the

Company's water or wastewater districts. Consequently it was necessary

to create a proxy by analyzing publicly traded water companies and LDC's

with similar risk characteristics.

Are there any other advantages to the use of a proxy?

Yes. As I noted earlier, the U.S. Supreme Court ruled in the HoDe

decision that a ut i l i ty is ent i t led to earn a rate of return that is

commensurate with the returns on investments of other firms with

comparable risk. The proxy technique that I have used derives that rate of

Q.

19
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1 return. One other advantage to using a sample of companies is that it

2 reduces the possible impact that any undetected biases, anomalies, or

measurement errors may have on the DCF growth estimate.3

4

5 Didrl't you state earlier that AAWC is seeking rates for both its water and

6 wastewater operations in Arizona?

7 Yes, I did.

8

9

10

Why did you analyze only publicly traded water utilities and LDC's as

opposed to firms that provide wastewater service?

The use of water utilities and LDC's was necessitated by the fact that11

12 there is a lack of financial and market information available on stand-alone

13 wastewater utilities. This in itself is not a problem, given the fact that both

14 water and wastewater utilities share similar risk characteristics. Both

15

16

types of utilities provide a basic service for which there are no substitutes

and are also subject to strict federal and state regulations.

17

18 What criteria did you use in selecting the companies that make up your

19

20

21

22

water company proxy for AAWC?

Three of the water companies used in the proxy are publicly traded on the

New York Stock Exchange ("NYSE"), and one of them, Southwest Water

Company is traded over the counter through the National Association of

Securities Dealers Automated Quotation System ("NASDAQ"). All four23

Q.

A.

Q.

A.

Q.

A.

20
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1

2

3

4

water companies are followed by The Value Line investment Survey

("Value Line") and are the same companies that comprise Value Line's

large capitalization Water Utility Industry segment of the U.S. economy

(Attachment A contains Value Line's January 22, 2010 update of the water

5

6

utility industry and evaluations of the four water companies used in my

proxy).

7

8

9

10

What companies comprise your water company proxy group?

My water company proxy group includes American States Water

Company (stock ticker symbol "AWR"), Aqua America, Inc. ("WTR"),

California Water Service Group ("CWT") and Southwest Water Company11

12 Each of these water companies face the same types of risk

13

("SWWC").

that AAWC faces. For the sake of brevity, I will refer to each of these

14 companies by their appropriate stock ticker symbols henceforth.

15

16

17

Is American Water Works Company, Inc. ("American Water"), the ultimate

parent of AAWC followed by Value Line?

Yes.to

19

20 Why didn't you include American Water in your sample of water

21

22

23

companies?

American Water has only been publicly traded since 2006. Since l did not

have a full five years of history on American Water which to establish

Q.

A.

Q.

A.

Q.

A.

21
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1 benchmark growth figures, I decided not to include it in my sample. Value

2 Line is however making projections on American Water's return on book

3 value common equity which I will discuss later in my testimony.

4

5 Briefly describe the areas served by the companies in your water

6 company sample proxy.

7 In addition to providing water service to residents of Fountain Hills,

8 Arizona, through its wholly owned subsidiary Chaparral City Water

9 Company, AWR serves communities located in Los Angeles, Orange and

10 San Bernardino counties in California. CWT provides service to

11 customers in seventy-five communities in California, New Mexico and

12 Washington. CWT's principal service areas are located in the San

13 Francisco Bay area, the Sacramento, Salinas and San Joaquin Valleys

14 and parts of Los Angeles. SWWC owns and manages regulated systems

15 in California, New Mexico, Oklahoma and Texas. WTR is a holding

16 company for a large number of water and wastewater utilities operating in

17 nine different states including Pennsylvania, Ohio, New Jersey, Illinois,

18 Maine, North Carolina, Texas, Florida and Kentucky.

19

20 Are these the same water companies that AAWC used in its application?

21 AAWC's cost of equity witness, Dr. Banta Villadsen, used three of the four

22 water companies included in my proxy. In addition to these three

23 companies, Dr. Villadsen also uses four other water companies in her

Q.

A.

Q.

A.

22
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1 DCF and risk positioning (Le. CAPM) anaIyses,14 which are included in

2 Value Line's Small and Mid Cap Edition.

3

4 Which of the four water utilities in your sample did Dr. Villadsen exclude

5 from her sample?

6 Dr. Villadsen excluded SWWC from her sample. Her reasons for not

7 including SWWC were that it had recently cut its dividend and had not filed

a Form 10-K with the Securities and Exchange Commission ("SEC") as of8

9 February of 2009.

10

11 Why have you decided to include SWWC in your sample?

I am not as concerned about the dividend out that Dr. Villadsen noted in12

13 her direct testimony and SWWC did file an SEC 10-K in July of 2009. in

14 fact the inclusion of SWWC in both my DCF and CAPM analyses actually

15 increased the results produced by those models.

16

17

18

19

20

21

Why did you exclude the water companies that are followed in Value

Line's Small and Mid Cap Edition?

Value Line does not provide the same type of forward-looking information

(i.e. long-term estimates on return on common equity and share growth)

on small and mid-cap companies that it provides on the four water

14 Connecticut Water Service, Inc., Middlesex Water Company, Pennichuck Corp. SJW Corp,
and York Water Co.

Q.

A.

A.

Q.

Q.

A.

23
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1 companies that I used in my proxy. Consequently, these water companies

2 are not as suitable as the ones that I have used in my analysis.

3

4

5

6

7

8

What criteria did you use in selecting the natural gas LDC's included in

your proxy for AAWC?

As are the water companies that I just described, each of the natural gas

LDC's used in the proxy are publicly traded on a major stock exchange (all

ten trade on the NYSE) and are followed by Value Line. Each of the ten

LDC's are tracked in Value Line's natural gas (distribution) industry9

10 segment. All of the companies in the proxy are engaged in the provision

11 of regulated natural gas distribution services. Attachment B of my

12 testimony contains Value Line's most recent evaluation of the natural gas

13 proxy group that I used for my cost of common equity analysis.

14

15

16

17

18

19

20

21

22

What companies are included your natural gas proxy?

The ten natural gas LDC's included in my proxy (and their NYSE ticker

symbols) are AGL Resources, Inc. ("ATG"), At nos Energy Corp. ("ATO"),

Laclede Group, Inc. ("LG"), New Jersey Resources Corporation ("NJR"),

Nicor, inc. ("GAS"), Northwest Natural Gas Co. ("NWN"), Piedmont

Natural Gas Company ("PNY"), South Jersey industries, inc. ("SJl")

Southwest Gas Corporation ("SWX"), which is the dominant natural gas

provider in Arizona, and WGL Holdings, inc. ("WGL"). These are the

Q.

A.

Q.

A.

24
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1 same ten LDC's that I analyzed recently in the UNS Gas, Inc.

2 proceeding_'5

3

4

5

6

7

8

9

10

Briefly describe the regions of the U.S. served by the ten natural gas

LDC's that make up your sample proxy.

The ten LDC's listed above provide natural gas service to customers in the

Middle Atlantic region (i.e. NJI which serves portions of northern New

Jersey, SJI which serves southern New Jersey and WGL which serves the

Washington D.C. metro area), the Southeast and South Central portions

of the U.S. (i.e. ATG which serves Virginia, southern Tennessee and the

11 Atlanta, Georgia area and PNY which serves customers in North Carolina,

12

13

14

South Carolina and Tennessee), the South, deep South and Midwest (i.e.

ATO which serves customers in Kentucky, Mississippi, Louisiana, Texas,

Colorado and Kansas, GAS which provides service to northern and

western Illinois, and LG which serves the St. Louis area), and the Pacific15

16 Northwest (Le. NWN which serves Washington state and Oregon).

Portions of Arizona, Nevada and California are served by SWX.17

18

19 Did the Company's witness also perform a similar analysis using natural

20

21

gas LDC's?

Yes, she did.

22

15 Docket No. G-04204A-06-0463

Q.

A.

Q.

A.
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1 Does Dr. Villadsen's sample of LDC's include all of the same companies

2

3

that you included in your sample?

Yes. Dr. Villadsen also included an eleventh LDC, NiSource, Inc., which I

4 have not included in my LDC sample in the past and saw no compelling

reason to include it in my sample in this case.5

6

7

8

9

10

11

12

13

14

15

Please explain your DCF growth rate calculations for the sample

companies used in your proxy.

Schedule WAR-5 provides retention ratios, returns on book equity, internal

growth rates, book values per share, numbers of shares outstanding, and

the compounded share growth for each of the water and gas utilities

included in my samples for the historical observation period 2004 to 2008.

Schedule WAR-5 also includes Value Line's projected 2009 and 2012-14

values for the retention ratio, equity return, book value per share growth

rate, and number of shares outstanding for both the water utilities and the

16 LDC's in my samples.

17

18 Please describe how you used the information displayed in Schedule

WAR-5 to estimate each comparable utility's dividend growth rate.19

20

21

22

23

In explaining my analysis, I will use American States Water Company,

(NYSE symbol AW R) as an example. The first dividend growth

component that I evaluated was the internal growth rate. l used the "b x r"

formula (described on page 9) to multiply AWR's earned return on

Q.

A.

Q.

A.

Q.

A.
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1 common equity by its earnings retention ratio for each year in the 2003 to

2 2007 observation period to derive the utility's annual internal growth rates.

3 I used the mean average of this five-year period as a benchmark against

4 which I compared the projected growth rate trends provided by Value Line.

5

6

7

8

9

10

Because an investor is more likely to be influenced by recent growth

trends, as opposed to historical averages, the five-year mean noted earlier

was used only as a benchmark figure. As shown on Schedule WAR-5,

Page 1, AWR's average internal growth rate of 2.62% over the 2004 to

2008 time frame reflects an upward trend that began during the 2006

Prior to 2006, AWR's internal sustainable growth

11

12

13

14

15

16

operating period.

increased from 1.01% in 2004 to 2.70 percent in 2005. After falling to 2.56

percent in 2006, internal growth climbed to 3.05 percent at the end of the

observation period. Value Line is predicting that growth will increase from

4.31% in 2009, to 6.37% during the 2012-14 time frame. After weighing

Value Line's projections on earnings, l believe that a 6.25% rate of growth

is reasonable for AWR.

17

18 Please continue with the external growth rate component portion of your

19

20

analysis.

Schedule WAR-5 demonstrates that the pattern of share's outstanding

21 increased from 16.75 million to 17.30 million from 2004 to 2008. Value

22

23

Line is predicting that this level will increase from 18.60 million in 2009 to

20.00 million by the end of 2014. Based on this data, I believe that a

Q.

A.
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1 5.00% growth in shares is not unreasonable for AWR. My final dividend

2 growth rate estimate for AWR is 8.19 percent (6.25 percent internal + 1.94

3 percent external) and is shown on Page 1 of Schedule WAR-4.

4

5

6

7

8

What is your average dividend growth rate estimate using the DCF model

for the sample water companies?

Based on the DCF model, my average dividend growth rate estimate for

water companies is 6.55 percent as displayed on page 1 of Schedule

g WAR-4.

10

11

12

How does your average dividend growth rate estimates on water

companies compare to the growth rate data published by Value Line and

13

14

other analysts?

Schedule WAR-6 compares my sustainable growth estimates with the

15 five-year projections of both Zacks (Attachment C) and Value Line. In the

16

17

18

19

20

21

22

case of the water companies, my 6.55 percent estimate is 174 basis

points higher than the 4.81 percent projection of analysts at Value Line

(which is an average of EPS, DPS and BVPS), and 42 basis points higher

than the 6.13 percent consensus opinions published by Zacks Investment

Research, inc. ("Zacks"). My 6.55 percent estimate is 532 basis points

higher than the 1.23 percent Value Line 5-year compound historical

average also displayed in Schedule WAR-6. This indicates that investors

23 are expecting increased performance from water utilities in the future. On

Q.

A.

Q.

A.
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1

2

balance, I would say my 6.55 percent estimate is a good representation of

the growth projections that are available to the investing public.

3

4

5

Did you use the same approach to determine an average dividend growth

rate for the proxy comprised of natural gas LDC's?

6 Yes.

7

8

9

10

What is your average dividend growth rate estimate using the DCF model

for the sample natural gas utilities?

Based on the DCF model, my average dividend growth rate estimate is

5.34 percent, which is also displayed on page 1 of Schedule WAR-4.

12

13

14

15

How do your average dividend growth rate estimates on natural gas LDC's

compare to the growth rate data published by Value Line and other

analysts?

16

17

18

'19

20

21

22

23

In regard to the natural gas LDC's, my 5.34 percent estimate is 78 basis

points lower than the 6.12 percent consensus projections published by

Zacks, and 76 basis points higher than Value Line's 4.58 percent

projected estimates. As can also be seen on Schedule WAR-6, while the

5.34 percent estimate that I have calculated is 43 basis points lower than

the 5.77 percent average of the 5-year historic EPS, DPS and BVPS

means of Value Line, it is within 2 basis points of the 5.36 percent five-

year compound historical average of Value Line data (on EPS, DPS and

Q.

A.

Q.

A.

Q.

A.
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1 BVPS). In fact, my 5.34 percent estimate is 9 basis points higher than the

2 combined Value Line and Zacks averages of 5.25 percent. As with water

3

4

5

6

7

companies, this indicates that investors are expecting increased

performance from natural gas distribution companies in the future. In the

case of the LDC's I would say that my 6.81 percent estimate, which is

higher than Zack's projections and higher than Value Line's forecasts, is a

fair representation of the growth projections presented by securities

8 analysts at this point in time.

9

10

11

How did you calculate the dividend yields displayed in Schedule WAR-3?

For both the water companies and the natural gas LDC's l used the

estimated annual dividends, for the next twelve-month period, that12

13

14

appeared in Value Line's January 22, 2010 Ratings and Reports Water

Services Industry update and Value Line's December 11, 2009 Ratings

15 and Reports Natural Gas (Distribution) update. I then divided those

16

17

18

19

figures by the eight-week average price per share of the appropriate

utility's common stock. The eight-week average price is based on the

daily closing stock prices for each of the companies in my proxies for the

period December 7, 2009 to January 29, 2010.

20

21

22

23

A.

Q.
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1 Based on the results of your DCF analysis, what is your cost of equity

2 capital estimate for the water and natural gas utilities included in your

3 sample?

4 As shown in Schedule WAR-2, the cost of equity capital derived from my

5 DCF analysis is 9.75 percent for the water utilities and 9.55 percent for the

6 natural gas LDC's.

7

8 Capital Asset Pricing Model (CAPM) Method

9 Please explain the theory behind CAPM and why you decided to use it as

10 an equity capital valuation method in this proceeding.

11 CAPM is a mathematical tool that was developed during the early 1960's

12 by William F. Sharper, the Timken Professor Emeritus of Finance at

13 Stanford University, who shared the 1990 Nobel Prize in Economics for

14 research that eventually resulted in the CAPM model. CAPM is used to

15 analyze the relationships between rates of return on various assets and

16 risk as measured by beta." In this regard, CAPM can help an investor to

17 determine how much risk is associated with a given investment so that he

18 or she can decide if that investment meets their individual preferences.

19 Finance theory has always held that as the risk associated with a given

16 William F. Sharpe, "A Simplified Model of Portfolio Analysis," Management Science, Vol, 9, No.
2 (January 1963), pp, 277-93.

17 Beta is defined as an index of volatility, or risk, in the return of an asset relative to the return of
a market portfolio of assets. it is a measure of systematic or non-diversifiable risk. The returns
on a stock with a beta of 1.0 will mirror the returns of the overall stock market. The returns on
stocks with betas greater than 1.0 are more volatile or riskier than those of the overall stock
market, and if a stock's beta is less than 1.0, its returns are less volatile or riskier than the overall
stock market.

Q.

A.

Q.

A.
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1 investment increases, so should the expected rate of return on that

2 investment and vice versa. According to CAPM theory, risk can be

3 classified into two specific forms: nonsystematic or diversifiable risk, and

4 systematic or non-diversifiable risk. While nonsystematic risk can be

5 virtually eliminated through diversification (i.e. by including stocks of

6 various companies in various industries in a portfolio of securities),

7 systematic risk, on the other hand, cannot be eliminated by diversification.

8 Thus, systematic risk is the only risk of importance to investors. Simply

9 stated, the underlying theory behind CAPM states that the expected return

10 on a given investment is the sum of a risk-free rate of return plus a market

11 risk premium that is proportional to the systematic (non-diversifiable risk)

12 associated with that investment. In mathematical terms, the formula is as

13 follows:

14

15 k = I l f ' * ' [ N > l  f m ' r f l ]

16 where: k the expected return of a given security,

17 ff risk-free rate of return,

18 [3 beta coefficient, a statistical measurementof a

19 security's systematic risk,

20 rm average market return (e.g. S&P 500), and

21 rm' i f market risk premium.

22
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What types of financial instruments are generally used as a proxy for the

risk-free rate of return in the CAPM model?

Generally speaking, the yields of U.S. Treasury instruments are used by

analysts as a proxy for the risk-free rate of return component.

Please explain why U.S. Treasury instruments are regarded as a suitable

proxy for the risk-free rate of return?

As citizens and investors, we would like to believe that U.S. Treasury

securities (which are backed by the full faith and credit of the United

States Government) pose no threat of default no matter what their maturity

dates are. However, a comparison of various Treasury instruments will

reveal that those with longer maturity dates do have slightly higher yields.

Treasury yields are comprised of two separate components,18 a real rate

of interest (believed to be approximately 2.00 percent) and an inflationary

expectation. When the real rate of interest is subtracted from the total

treasury yield, all that remains is the inflationary expectation. Because

increased inflation represents a potential capital loss, or risk, to investors,

a higher inflationary expectation by itself represents a degree of risk to an

investor. Another way of looking at this is from an opportunity most

standpoint. When an investor locks up funds in long-term T-Bonds,

compensation must be provided for future investment opportunities

As a general rule of thumb, there are three components that make up a given interest rate or
rate of return on a security: the real rate of interest, an inflationary expectation, and a risk
premium. The approximate risk premium of a given security can be determined by simply
subtracting a 91-day T-Bill rate from the yield on the security.
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1 foregone. This is often described as maturity or interest rate risk and it

2 can affect an investor adversely if market rates increase before the

3

4

5

instrument matures (a rise in interest rates would decrease the value of

the debt instrument). As discussed earlier in the DCF portion of my

testimony, this compensation translates into higher rates of returns to the

6 investor.

7

8 What security did you use for a risk-free rate of return in your CAPM

9

10

11

analysis?

I used an eight-week average of the yields on a 5-year U.S. Treasury

instrument which were published in Value Line's Selection and Opinion

12

13

publication from December 12, 2009 through February 5, 2010.

(Attachment E). This resulted in a risk-free (rf) rate of return of 2.43

14 percent.

15

16

17

18

Why did you use the yield on a 5-year year U.S. Treasury instrument as

opposed to a short-term T-Bill?

While a shorter term instrument, such as a 91-day T-Bill, presents the

19 lowest possible total risk to an investor, a good argument can be made

20

21

22

23

that the yield on an instrument that matches the investment period of the

asset being analyzed in the CAPM model should be used as the risk-free

rate of return. Since utilities in Arizona generally file for rates every three

to five years, the yield on a 5-year U.S. Treasury Instrument closely

Q.

A.

Q.

A.
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matches the investment period or, in the case of regulated utilities, the

period that new rates will be in effect.

How did you calculate the market risk premium used in your CAPM

analysis?

I used both a geometric and an arithmetic mean of the historical returns on

the S84P 500 index from 1926 to 2008 as the proxy for the market rate of

return (rm). For the risk-free portion of the risk premium component (rf), I

used corresponding geometric and arithmetic means of the yields of

intermediate-term government bonds for the same eighty-two year period.

The risk premium (rm - rf) that results by using a geometric mean is 4.20

percent (9.60% - 5.40% = 4.20%). The risk premium that results by using

the arithmetic mean calculation is 6.10 percent (11 .70% - 5.60% = 6.100/0).

How did you select the beta coefficients that were used in your CAPM

analysis?

The beta coefficients (6), for the individual utilities used in both my proxy

groups, were calculated by Value Line and were current as of January 22,

2010 for the water companies and December 11, 2009 for the natural gas

LDC's. Value Line calculates its betas by using a regression analysis

between weekly percentage changes in the market price of the security

being analyzed and weekly percentage changes in the NYSE Composite

Index over a five-year period. The betas are then adjusted by Value Line
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1 for their long-term tendency to converge toward 1.00. The beta

2 coefficients for the service providers included in my water company

3

4

sample ranged from 0.65 to 1.10 with an average beta of 0.83. The beta

coefficients for the LDC's included in my natural gas sample ranged from

5 0.60 to 0.75 with an average beta of 0.67.

6

7

8

9

What are the results of your CAPM analysis?

As shown on pages 1 and 2 of Schedule WAR-7, my CAPM calculation

using a geometric mean to calculate the risk premium results in an

10

11

average expected return of 5.90 percent for the water companies and 5.24

percent for the natural gas LDC's. My calculation using an arithmetic

12

13

mean results in an average expected return of 7.46 percent for the water

companies and 6.52 percent for the natural gas LDC's.

14

15 Please summarize the results derived under each of the methodologies

16

17

18

presented in your testimony.

The following is a summary of the cost of equity capital derived under

each methodology used:

19

METHOD RESULTS20

21

22

23

24

DCF (Water Sample)

DCF (Natural Gas Sample)

CAPM (Water Sample)

CAPM (Natural Gas)

9.75%

9.55%

5.90% ... 7.46%

5.24% - 6.52%

Q.

A.

Q.

A.
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Based on these results, my best estimate of an appropriate range for a

cost of common equity for AAWC is 5.24 percent to 9.75 percent. My final

recommended cost of common equity figure is 9.50 percent.

How did you arrive at your final recommended 9.50 percent cost of

common equity?

My recommended 9.50 percent cost of common equity falls on the high

end of the range of estimates produced by my DCF and CAPM results.

My final estimate takes into consideration information on the improving

state of the economy, a rejuvenated stock market and reports in the

financial press which anticipate Federal Reserve actions to raise interest

rates.

Can you provide some examples of the reports that you noted above that

that influenced your common equity estimate of 9.50 percent?

Yes. Value Line analysts cited the improving economic situation in the

Economic and Stock Market Commentary section of its Selection 8

Opinion publication dated November 27, 2009:

The long recession has faded into history, brought to an end
in the third quarter when the nation's gross domestic product
increased by a solid 3.5% [later revised to 2.8%]. That notable
rebound followed four straight quarters of contracting economic
activity. The recession was the worst in decades. The third
quarter's surge in activ ity, which was underpinned to some
degree by federal programs to assist the troubled auto and
housing industries, may not continue to the same degree in the
current period. In fact, we expect GDP growth to ease to a level
closer to 2.0%~2.5% during the fourth quarter. We think that the
evolving expansion will then remain on a similarly subdued path
for much of 2010. Thereafter, an increasing level of aggregate
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1
2
3
4
5
6

demand is l ikely to develop-with belated help from better
employment and housing trends-and push the economy onto a
materially faster track by 2011. The 3.0%, or better, pace of
economic growth that we see evolving by that time is likely to
then continue through the middle years of the coming decade.

7 Value Line's analysts had this to say about the current state of the stock

8 market:

9
10
11
12
13
14
15
16
17
18
19
20
21
22
23

Unlike the economy, which has proceeded on an irregular path
during the formative stages of its comeback, the stock market,
which lost more than half of its value from October, 2007 through
March, 2009, has come roaring back. At press time, the Dow
Jones industrial Average was up about 60% from its bear market
lows of this past March. However, it was still some 25% below
the record highs set in late 2007. The market's revival, which
began as the worst fears on the credit and business fronts didn't
materialize, has been sustained with an assist from the Federal
Reserve, the government's stimulus efforts, and the
aforementioned revivals on the economic and profit fronts. Now,
with valuations having become a little stretched following eight
months of steady market increases, the bulls may have to deliver
even more good news to keep the rally going.

24 In regard to possible Federal Reserve action on interest rates, Wall Street

25 Journal correspondent Jon Hilsenrath recently reported19 that "Federal

26 Reserve officials are thinking mostly these days about how to unwind the

27 unprecedented stimulus they've pumped into the economy" and that

28 eventually will mean raising interest rates. Mr. Hilsenrath quoted former

29 Fed governor Frederic Mishkin, a former Federal Reserve governor who

30 advocated moving rates down swiftly leading up to crises and who says

31 they might someday need to move up swiftly too, as saying "If you move in

32 a very gradual fashion back up when you need to, you'II get behind the

19 Hilsenrath, Jon, "WSJ Fed's Path to Higher Interest Rates Begins to Take Shape" The Wall
Street Journal, November 2, 2009
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1 curve in terms of tightening fast enough." Based on the information

2 obtained from these sources, I began increasing my cost of equity

3 recommendations to reflect both an improving economy, an improved

4 stock market and the increased possibility of higher interest rates in the

5 coming 12 month period.

6

7 How does your recommended cost of equity capital compare with the cost

8 of equity capital proposed by the Company?

9 The 12.25 percent cost of equity capital proposed by the Company is 275

10 basis points higher than the 9.50 percent cost of equity capital that amI

11 recommending.

12

13 Current Economic Environment

14 Please explain why it is necessary to consider the current economic

15 environment when performing a cost of equity capital analysis for a

16 regulated utility.

17 Consideration of the economic environment is necessary because trends

18 in interest rates, present and projected levels of inflation, and the overall

19 state of the U.S. economy determine the rates of return that investors earn

20 on their invested funds. Each of these factors represent potential risks

21 that must be weighed when estimating the cost of equity capital for a

22 regulated utility and are, most often, the same factors considered by

23 individuals who are also investing in non-regulated entities.

Q.

A.

Q.

A.
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Please discuss your analysis of the current economic environment.

My analysis includes a brief review of the economic events that have

occurred since 1990. Schedule WAR-8 displays various economic

indicators and other data that I will refer to during this portion of my

testimony.

In 1991, as measured by the most recently revised annual change in

gross domestic product ("GDP"), the U.S. economy experienced a rate of

growth of negative 0.20 percent. This decline in GDP marked the

beginning of a mild recession that ended sometime before the end of the

first half of 1992. Reacting to this situation, the Federal Reserve Board

("Federal Reserve" or "Fed"), then chaired by noted economist Alan

Greenspan, lowered its benchmark federal funds rate2° in an effort to

further loosen monetary constraints - an action that resulted in lower

interest rates.

During this same period, the nation's major money center banks followed

the Federal Reserve's lead and began lowering their interest rates as well.

By the end of the fourth quarter of 1993, the prime rate (the rate charged

by banks to their best customers) had dropped to 6.00 percent from a

1990 level of 10.01 percent. In addition, the Federal Reserve's discount

rate on loans to its member banks had fallen to 3.00 percent and short-

This is the interest rate charged by banks with excess reserves at a Federal Reserve district
bank to banks needing overnight loans to meet reserve requirements. The federal funds rate is
the most sensitive indicator of the direction of interest rates, since it is set daily by the market,
unlike the prime rate and the discount rate, which are periodically changed by banks and by the
Federal Reserve Board, respectively.
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1 term interest rates had declined to levels that had not been seen since

2 1972.

3 Although GDP increased in 1992 and 1993, the Federal Reserve took

4
I

5

6

7

8

steps to increase interest rates beginning in February of 1994, in order to

keep inflation under control. By the end of 1995, the Federal discount rate

had risen to 5.21 percent. Once again, the banking community followed

the Federal Reserve's moves. The Fed's strategy, during this period, was

to engineer a "soft landing." That is to say that the Federal Reserve

wanted to foster a situation in which economic growth would be stabilized9

10 without incurring either a prolonged recession or runaway inflation.

11

12 Did the Federal Reserve achieve its goals during this period?

13 Yes. The Fed's strategy of decreasing interest rates to stimulate the

14 economy worked. The annual change in GDP began an upward trend in

15 1992. A change of 4.50 percent and 4.20 percent were recorded at the

16

17

end of 1997 and 1998 respectively. Based on daily reports that were

presented in the mainstream print and broadcast media during most of

18

to

20

21

22

23

1999, there appeared to be little doubt among both economists and the

public at large that the U.S. was experiencing a period of robust economic

growth highlighted by low rates of unemployment and inflation. Investors,

who believed that technology stocks and internet company start-ups (with

little or no history of earnings) had high growth potential, purchased these

types of issues with enthusiasm. These types of investors, who exhibited

Q.

A.
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what former Chairman Greenspan described as "irrational exuberance,
IJ

pushed stock prices and market indexes to all time highs from 1997 to

5 What has been the state of the economy since 2001?

The U.S. economy entered into a recession near the end of the first

quarter of 2001. The bullish trend, which had characterized the last half of

the 1990's, had already run its course sometime during the third quarter of

2000. Economic data released since the beginning of 2001 had already

been disappointing during the months preceding the September 11, 2001

terrorist attacks on the World Trade Center and the Pentagon. Slower

growth figures, rising layoffs in the high technology manufacturing sector,

and falling equity prices (due to lower earnings expectations) prompted

the Fed to begin cutting interest rates as it had done in the early 1990's.

The now infamous terrorist attacks on New York City and Washington

D.C. marked a defining point in this economic slump and prompted the

Federal Reserve to continue its rate cutting actions through December

2001. Prior to the 9/11 attacks, commentators, reporting in both the

mainstream financial press and various economic publications including

Value Line. believed that the Federal Reserve was cutting rates in the

hope of avoiding a recession.

Q.
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1

2

3

Despite several intervals during 2002 and 2003 in which the Federal Open

Market Committee ("FOMC") decided not to change interest rates - moves

which indicated that the worst may be over and that the recession might

4 have bottomed out during the last quarter of 2001 a lackluster economy

5

6

persisted. The continuing economic malaise and even fears of possible

deflation prompted the FOMC to make a thirteenth rate out on June 25,

7 2003. The quarter point cut reduced the federal funds rate to 1.00

8

9

10

11

12

13

14

15

16

percent, the lowest level in forty-five years.

Even though some signs of economic strength, mainly attributed to

consumer spending, began to crop up during the latter part of 2002 and

into 2003, Chairman Greenspan appeared to be concerned with sharp

declines in capital spending in the business sector.

During the latter part of 2003, the FOMC went on record as saying that it

intended to leave interest rates low "for a considerable period." After its

two-day meeting that ended on January 28, 2004, the FOMC announced

"that with inflation 'quite low' and plenty of excess capacity in the

17 economy, policy-makers 'can be patient in removing its

. 121accommodation.

policy

18

19

20

21

22

21 Wolf, Martin, "Fed holds interest rates steady," MSNBC, January 28, 2004.

43



Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. w-01303A-09-0343 & Docket No. sw-01303A-09-0343

1 What actions has the Federal Reserve taken in terms of interest rates

2

3

since the beginning of 2001 '?

As noted earlier, from January 2001 to June 2003 the Federal Reserve out

4

5

6

7

8

9

10

11

12

interest rates a total of thirteen times. During this period, the federal funds

rate fell from 6.50 percent to 1.00 percent. The FOMC reversed this trend

on June 29, 2004 and raised the federal funds rate 25 basis points to 1.25

percent. From June 29, 2004 to January 31, 2006, the FOMC raised the

federal funds rate thirteen more times to a level of 4.50 percent.

The FOMC's January 31, 2006 meeting marked the final appearance of

Alan Greenspan, who had presided over the rate setting body for a total of

eighteen years. On that same day, Greenspan's successor, Ben

Bernanke, the former chairman of the President's Council of Economic

13

14

15

16

Advisers and a former Fed governor under Greenspan from 2002 to 2005,

was confirmed by the U.S. Senate to be the new Federal Reserve chief.

As expected by Fed watchers, Chairman Bernanke picked up where his

predecessor left off and increased the federal funds rate by 25 basis

17 points during each of the next three FOMC meetings for a total of

seventeen consecutive rate increases since June 2004, and raising the18

19

20

21

federal funds rate to a level of 5.25 percent. The Fed's rate increase

campaign finally came to a halt at the FOMC meeting held on August 8,

2006, when the FOMC decided not to raise rates.

22

23

Q.

A.
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1 What was the reaction in the financial community to the Fed's decision not

2 to raise interest rates?

3 As in the past, banks followed the Fed's lead once again and held the

4 prime rate to a level of 8.25 percent, or 300 basis points higher than the

5 federal funds rate of 5.25 percent established on June 29, 2006.

6

7 How did analysts view the Fed's actions between January 2001 and

8 August 2006?

9 According to an article that appeared in the December 2, 2004 edition of

10 The Wall Street Journal, the FOMC's decision to begin raising rates two

11 years ago was viewed as a move to increase rates from emergency lows

12 in order to avoid creating an inflation problem in the future as opposed to

13 slowing down the strengthening economy." In other words, the Fed was

14 trying to head off inflation before it became a problem. During the period

15 following the August 8, 2006 FOMC meeting, the Fed's decisions not to

16 raise rates were viewed as a gamble that a slower U.S. economy would

17 help to cap growing inflationary pressures."

18

19

20

22 McKinnon, John D. and Greg IP, "Fed Raises Rates by a Quarter Point,
Journal, September 22, 2004.

II The Wall Street

23 up, Greg, "Fed Holds Interest Rates Steady As Slowdown Outweighs Inflation," The Wall Street
Journal Online Edition, August 8, 2006. .

Q.

A.

Q.

A.
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Was the Fed attempting to engineer another "soft landing", as it did in the

mid-nineties, by holding interest rates steady?

Yes, however, as pointed out in an August 2006 article in The Wall Street

Journal by E.S. Browning, soft landings .-. like the one that the Fed

managed to pull off during the 1994-95 time frame, in which a recession or

a bear market were avoided - rarely happen24. Since it began increasing

the federal funds rate in June 2004, the Fed had assured investors that it

would increase rates at a "measured" pace. Many analysts and

economists interpreted this language to mean that former Chairman

Greenspan would be cautious in increasing interest rates too quickly in

order to avoid what is considered to be one of the Fed's few blunders

during Greenspan's tenure - a series of increases in 1994 that caught the

financial markets by surprise after a long period of low rates. The rapid

rise in rates contributed to the bankruptcy of Orange County, California

and the Mexican peso crisis25. According to Mr. Browning, at the time that

his article was published, the hope was that Chairman Bernanke would

succeed in slowing the economy "just enough to prevent serious inflation,

but not enough to choke off growth." In other words, "a 'Goldilocks

economy,' in which growth is not too hot and not too cold.
11

Browning, E.S, "Not Too Fast, Not Too Slow...," The Wall Street Journal Online Edition, August

Associated Press (AP), "Fed begins debating interest rates" USA Todav, June 29, 2004.
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1

2

3

4
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6

7

8

g

10

Q. Was the Fed's attempt to engineer a soft landing successful during the

period that followed the August 8, 2006 FOMC meeting?

It would appear so. Articles published in the mainstream financial press

were generally upbeat on the economy during that period. An example of

this is an article written by Nell Henderson that appeared in the January

30, 2007 edition of The Washington Post. According to Ms. Henderson, "a

year into [Fed Chairman] Bernanke's tenure, the [economic] picture has

turned considerably brighter. Inflation is falling, unemployment is low,

wages are rising, and the economy, despite continued problems in

housing, is growing at a brisk clip.
H26

11

12

13

What has been the state of the economy over the past two years?

Reports in the mainstream financial press during the majority of 2007

reflected the view that the U.S. economy was slowing as a result of a14

15 worsening situation in the housing market and higher oil prices. The

16

17

18

19

overall outlook for the economy was one of only moderate growth at best.

Also during this period the Fed's key measure of inflation began to exceed

the rate setting body's comfort level.

On August 7, 2007, the FOMC decided not to increase or decrease the

federal funds rate for the ninth straight time and left its target rate20

26 Henderson, Nell, "Bullish on Bernanke" The Washington Post, January 30, 2007.

A.

Q.

A.
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1

2

3

4

5

6

7

8

Q

unchanged at 5.25 percent." At the time of the Fed's decision, analysts

speculated that a rate cut over the next several months was unlikely given

the Fed's concern that inflation would fail to moderate. However, during

this same period, evidence of an even slower economy and a possible

recession was beginning to surface. Within days of the Fed's decision to

stand pat on rates, a borrowing crisis rooted in a deterioration of the

market for subprime mortgages and securities linked to them, forced the

Fed to inject $24 billion in funds (raised through open market operations)

into the credit markets.28 By Friday, August 17, 2007, after a turbulent

10 week on Wall Street, the Fed made the decision to lower its discount rate

11

12

13

14

(Le. the rate charged on direct loans to banks) by 50 basis points, from

6.25 percent to 5.75 percent, and took steps to encourage banks to

borrow from the Fed's discount window in order to provide liquidity to

lenders. According to an article that appeared in the August 18, 2007

edition of The Wall Street Journal, 29 the Fed had used all of its tools to15

16 restore normalcy to the financial markets. If the markets failed to settle

17 down, the Fed's only weapon left was to cut the Federal Funds rate

18 possibly before the next FOMC meeting scheduled on September 18,

2007.19

20

27 Ip, Greg, "Markets Gyrate As Fed Straddles Inflation, Growth" The Wall Street Journal, August
8, 2007

28 In, Greg, "Fed Enters Market To Tamp Down Rate" The Wall Street Journal, August 9, 2007

29 up, Greg, Robin Sidel and Randall Smith, "Fed Offers Banks Loans Amid Crises" The Wall
Street Journal, August 9, 2007
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1 Did the Fed out rates as a result of the subprime mortgage borrowing

2 crises?

3 Yes. At its regularly scheduled meeting on September 18, 2007, the

4

5

6

7

8

g

10

11

12

FOMC surprised the investment community and cut both the federal funds

rate and the discount rate by 50 basis points (25 basis points more than

what was anticipated). This brought the federal funds rate down to a level

of 4.75 percent. The Fed's action was seen as an effort to curb the

aforementioned slowdown in the economy. Over the course of the next

four months, the FOMC reduced the Federal funds rate by a total 175

basis points to a level of 3.00 percent - mainly as a result of concerns that

the economy was slipping into a recession. This included a 75 basis point

reduction that occurred one week prior to the FOMC's meeting on January

13 29, 2008.

14

15 What actions has the Fed taken in regard to interest rates since the

16

17

beginning of 2008?

The Fed made two more rate cuts which included a 75 basis point

reduction in the federal funds rate on March 18, 2008 and an additional 2518

19 basis point reduction on April 30, 2008. The Fed's decision to cut rates

20

21

was based on its belief that the slowing economy was a greater concern

than the current rate of inflation (which the majority of FOMC members

Q.

A.

Q.

A.
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1 believed would moderate during the economic slowdown).30 As a result of

2 the Fed's actions, the federal funds rate was reduced to a level of 2.00

3

4

percent. From April 30, 2008 through September 16, 2008, the Fed took

no further action on its key interest rate. However, the days before and

5

6

7

8

after the Fed's September 16, 2008 meeting saw longstanding Wall Street

firms such as Lehman Brothers, Merrill Lynch and AIG failing as a result of

their subprime holdings. By the end of the week, the Bush administration

had announced plans to deal with the deteriorating financial condition

which had now become a worldwide crisis. The administrations actions9

10

11

12

included former Treasury Secretary Henry Paulson's request to Congress

for $700 billion to buy distressed assets as part of a plan to halt what has

been described as the worst financial crisis since the 1930's31. Amidst this

13 turmoil, the Fed made the decision to out the federal funds rate by another

14

15

16

50 basis points in a coordinated move with foreign central banks on

October 8, 2008. This was followed by another 50 basis point out during

the regular FOMC meeting on October 29, 2008. At the time of this

17

18

19

20

writing, the federal funds target rate now stands at 0.25 percent, the result

of a 75 basis point out announced on December 16, 2008. Over the

course of 2009, the FOMC elected not to make any changes in the federal

During this same period of time, the Federal Reservefunds rate.

30 up, Greg, "Credit Worries Ease as Fed Cuts, Hints at More Relief" The Wall Street Journal,
March 19, 2008

31 Solo ran, Deborah, Michael R. Crittenden and Damian Palette, "U.S. Bailout Plan Calms
Markets, But Struggle Looms Over Details" The Wall Street Journal, September 20, 2008
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1 purchased over $1 trillion in mortgage-backed securities and U.S.

2 Treasury instruments from banks in order to inject liquidity into the U.S.

3 financial system. In testimony offered to the House Financial Services

4 Committee on Wednesday, February 24, 2010, Chairman Bernanke stated

5 that the Fed would continue to keep rates low over the next several

6
32months. The Fed chief further stated that the Federal Reserve is

7 actively looking at what tools to use once the economy will need higher

8 interest rates. Of particular concern at this point in time is how the fed will

9 drain the excess reserves that banks have accumulated, as a result of the

10 aforementioned purchases of mortgage-backed securities and U.S.

11 Treasuries, in order to avoid unwanted inflation.

12

13 Putting this all into perspective, how have the Fed's actions since 2000

14 affected benchmark rates?

15 U.S. Treasury instruments are for the most part still at historically low

16 levels. As can be seen on the first page of Attachment D, the previously

17 mentioned federal discount rate (the rate charged to the Fed's member

18 banks), has fallen to 0.50 percent from 1.25 percent in 2008.

19

20

21

oz Di Leo, Luca and Tom Barkley, "Bernanke: Low Rates Still Needed" The Wall Street Journal,
February 24, 2010

Q.

A.
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1 What has been the trend in other leading interest rates over the last year?

2

3

4

5

6

7

8

9

As of January 27, 2010, leading interest rates that include the 3-month, 6-

month and 1-year treasury yields have dropped from their 2009 levels.

Longer term yields including the 5-year, 10-year, 30-year constant

maturity and 30-year Zero rates, have increased from levels that existed a

year ago (Attachment D, Value Line Selection & Opinion page 3065). The

prime rate has remained constant at 3.25 percent over the past year, as

has the benchmark federal funds rate discussed above. A previous trend,

described by former Chairman Greenspan as a "conundrum"33, in which

10 long-term rates fell as short-term rates increased, thus creating a

11 somewhat inverted yield curve that existed as late as June 2007, is

12

13

14

15

16

17

18

19

completely reversed and a more traditional yield curve (one where yields

increase as maturity dates lengthen) presently exists (Attachment D). The

5-year Treasury yield, used in my CAPM analysis, has increased 70 basis

points from 1.69 percent, in January 2009, to 2.39 percent as of January

27, 2010. As noted above, the 30-Year Treasury constant maturity rate

increased from 3.42 percent over the past year to 4.56 percent. Still these

current yields are considerably lower than corresponding yields that

existed during the early nineties and at the beginning of the current

20 decade (as can be seen on Schedule WAR-8).

21

22

33 Wolk, Martin, "Greenspan wrestling with rate 'conundrum'," MSNBC, June 8, 2005

Q.

A.
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1 What is the current outlook for the economy?

2 Value Line's analysts are seeing mixed signs as the economy works it way

3 out of recession, and had this to say in the February 19, 2010 edition of

4 Value Line's Selection and Opinion publication:

5
6
7
8
9

10
11
12
13
14
15
16
17
18
19

The employment picture remains mixed, more than six months into
the business upturn. (Note: The National Bureau of  Economic
Research-which has the last word on the timing of an economic cycle
- has yet to rule on the recession's end, although with back-to-back
quarterly gains in the gross domestic product recently, such a ruling
should come shortly.) In any event, the expansion is proceeding without
help from rising job totals, as payrolls dropped by another 20,000 in
January after a 150,000 decline in December. We've now seen the loss
of 8.4 million jobs since December, 2007, when the recession officially
began. Two bits of good news were a dip in the jobless rate last month
to 9.7% and the larger-than-expected drop in first-time unemployment
claims in the week ended February 6th. This suggests we are at least
seeing some recovery in the labor market. It is just not the improvement
we should be experiencing by now.

20 Value Line's analysts went on to state

21
22
23
24
25
26
27
28
29

Other economic indicators are mixed as well. For example, we've
seen manufacturing perk UP a bit, but nonmanufacturing is stuck in
neutral. Housing remains depressed, with foreclosures and
repossessions likely to rise in the months to come. An uncertain labor
market and credit worries wil l  keep a l id on home sales, further
pressuring prices. Finally, chain store sales rose in January, but a
consistent uptrend in retailing may not evolve until payrolls increase on a
sustained basis.

30 How are water utilities faring in the current economic environment?

31 Although, as always, there are concerns regarding long-term infrastructure

32 requirements, water utilities are being viewed as they normally are during

33 better economic times according to Value Line analyst Andre J. Costanza.

34 In the January 22, 2010 quarterly update on the water utility industry Mr.

35 Costanza stated the following:

36

Q.

A.

Q.

A.
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There has not been any major developments or changes to water utility
fundamentals of  late, suggesting that the weakness is largely a
byproduct of improving investor confidence and a brighter outlook for the
broader market. But that's not to say that there haven't been some
lingering issues at play too. Water infrastructures are aging and in many
cases require considerable maintenance and capital investment in order
to meet increasingly stringent requirements. The rising costs of doing
business are likely to offset most of the benefits stemming form more
favorable regulatory backing that has become apparent (see below)
limiting shareholder gains for both the near and long-term. It should be
noted that these stocks are typically bottom-dwellers in times of
prosperity and renewed confidence, with their perceived safety
historically faring better in times of economic uncertainty

How is Value Line viewing AAWC's parent, American Water?

While many of the issues noted above by Mr. Costanza on the industry as

a whole impact American Water, he is clearly impressed with its dividend

yield as evidenced by his following evaluation

That said, the stock's dividend yield cannot be ignored. It is well
above average and worthwhile even when compared to others in the
utility sector. We suspect that increases will remain a priority, regardless
of the infrastructure requirements. Thus, the issue may well interest the
risk-tolerant seeking total return with a bias for a steady dose of income

How does American Water's projected dividend yield compare with the

average projected dividend yield of your water company sample?

Based on closing stock prices over the eight-week period between

December 7, 2009 and January 29, 2010, American Water's projected

dividend yield is 3.79 percent as opposed to the average projected

dividend yield of 3.20 percent for my sample water companies
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1

2

How does your recommended 9.50 percent cost of equity capital compare

with Value Lines projected returns on American Water's book common

3 equity?

4 As can be seen in Attachment E, my 9.50 percent recommended cost of

5

6

7

equity capital is 350 to 450 basis points higher than Value Lines projected

5.00 percent, 6.00 percent and 6.00 percent returns on book common

equity over the 2009, 2010 and 2012-14 time frames.

8

9

10

After weighing the economic information that you've just discussed, do you

believe that the 9.50 percent cost of equity capital that you have estimated

is reasonable for AAWC?11

12

13

14

15

16

17

I believe that my recommended 9.50 percent cost of equity will provide

AAWC with a reasonable rate of return on the Company's invested capital

when economic data on interest rates (that are low by historical

standards), the current situation in new housing construction, and the

Fed's ability to keep inflation in check are all taken into consideration. As l

noted earlier, the Hope decision determined that a utility is entitled to earn

18 a rate of return that is commensurate with the returns it would make on

19 I

20

other investments with comparable risk. believe that my cost of equity

analysis, which is on the high side of the range of results I obtained from

both the DCF and CAPM models, has produced such a return.21

22

23

Q.

A.

Q.

A.

55



-11-11

Direct Testimony of William A. Rigsby
Arizona-American Water Company
Docket No. W-01303A-09-0343 & Docket No. SW-01303A~09-0343

1 COST OF DEBT

2 Have you reviewed the costs associated on AAWC's various debt

3 i ssuances?

4 Yes. Based on the information contained on Schedule D of AAWC's

5 I

6

Application, am recommending a cost of short-term debt of 3.41 percent

and a cost of long-term debt of 5.47 percent.

7

8 Does the Company-proposed capital structure contain short-term debt?

g No. It does not.

10 Has the Commission included short-term debt in the capital structures that

11

12

it adopted for AAWC in prior cases?

Yes. The Commission adopted capital structures containing short-term

13 debt in AAWC's last two rate case proceedings.

14

15 CAPITAL STRUCTURE

16

17

18

19

What capital structure is AAWC proposing in this case?

For each of the five districts included in the Company's filing AAWC is

recommending a blanket capital structure comprised of 54.85 percent

long-term debt and 45.15 percent common equity.

20

21

22

23

What capital structure are you proposing for AAWC?

For each of the five districts included in the Company's fi l ing I am

recommending a blanket capital structure comprised of 13.29 percent

Q.

A.

Q.

A.

Q.

A.

Q.

A.

A.

Q.
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short-term debt, 47.56 percent long-term debt and 39.15 percent common

equity.

4 Q Is AAWC's capital structure in line with industry averages?

5 A No. AAWC's capital structure is heavier in debt than the capital structures

7

8

of the other water companies included in my cost of capital analysis

(Schedule WAR-9). The capital structures for those utilities averaged 48.6

percent for debt and 51 .4 percent for equity.

9

10 In terms of risk, how does AAWC's capital structure compare to the water

11

12

13

14

15

16

17

18

19

20

21

utilities in your sample?

The water uti l i ties in my sample would be considered as having a

somewhat lower level of financial risk (i.e. the risk associated with debt

repayment) because of their lower levels of debt. The additional financial

risk due to debt leverage is embedded in the cost of equities derived for

those companies through the DCF analysis. Thus, the cost of equity

derived in my DCF analysis is applicable to companies that are not as

leveraged and, theoretically speaking, not as risky as a utility with a level

of debt similar to AAWC's. In the case of a publicly traded company, such

as those included in my proxy, a company with AAWC's level of debt

would be perceived as having a somewhat higher level of financial risk.

22

Q.

A.
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1

2

3

4

5

6

7

Q. Have you made an adjustment to your DCF estimate based on this

perception of higher financial risk?

I have not made a specific upward adjustment for my recommended cost

of common equity for AAWC, however, my recommended 9.50 percent

cost of equity is 50 basis points higher than the 9.00 percent that I have

been recommending in the last four water and wastewater rate cases that

I have testified in. Those water and wastewater companies all had capital

structures that were heavier in equity than the capital structure I am8

9 recommending for AAWC in this case.

10

11 Why have you decided not to make an upward adjustment to AAWC's cost

12

13

14

15

of common equity?

In prior AAWC cases I have made such an adjustment and in some cases

I have even done so in conjunction with a hypothetical capital structure. In

this case I have decided not to make such an adjustment because I

16 believe that the Company should start making a concerted effort to

17

18

19

increase its level of common equity in order to achieve a more balanced

capital structure. l should point out that ACC staff has taken such a

position in other cases before the Commission and have placed utilities on

20

21

notice that the use of hypothetical capital structures to improve their

operating incomes may not be a given in future rate cases.

22

23

A.

Q.

A.
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1 WEIGHTED COST OF CAPITAL

2

3

4

5

6

7

8

9

How does the Company's proposed weighted cost of capital compare with

your recommendation?

The Company has proposed a weighted cost of capital of 8.53 percent.

This composite figure is the result of a weighted average of AAWC's

proposed 5.47 percent cost of debt and 12.25 percent cost of equity

capital. The Company-proposed 8.53 percent weighted cost of capital is

176 basis points higher than the 6.77 percent weighted cost that I am

recommending.

10

11 COMMENTS ON AAWC'S COST OF EQUITY CAPITAL

12 TESTIMONY

13

14

15

16

17

How does your recommended cost of equity capital compare with the cost

of equity capital proposed by the Company?

As I noted earlier in my testimony, the 12.25 percent cost of equity capital

proposed by the Company is 275 basis points higher than the 9.50

percent cost of equity capital that I am recommending.

18

19

20

21

22

23

Who estimated the Company-proposed cost of equity capital?

As I also noted earlier, Dr. Bente Villadsen, a principal of the Brattle

Group, a consulting firm located in Cambridge, Massachusetts, estimated

the Company-proposed cost of equity capital. Dr. Villadsen estimated a

cost of common equity to be within a range of 11.75 percent to 13.00

Q.

A.

Q.

A.

Q.

A.
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1 percent. Her final recommendation is 12.25 percent. In arriving at her

2 recommended cost of equity, Dr. Villadsen employs an after tax weighted

3 average cost of capital ("ATWACC") methodology which was advocated

4 by Dr. A. Lawrence Kolbe, also of the Brattle Group, in a prior AAWC

5 proceeding that involved the Company's Paradise Valley Water District.

6

7

8

9

10

Did the Commission adopt Dr. Kolbe's ATWACC methodology in the

Company's Paradise Valley Water District proceeding?

No; Dr. Kolbe's ATWACC methodology for estimating the cost of equity

capital for the AAWC rate case was rejected by the Commission.34

11

12

13

14

15

16

Has the Commission adopted the results of the ATWACC methodology in

any other AAWC cases that have been before the Commission?

No the Commission has never adopted the recommendations of any of the

Brattle Group's consultants who have advocated Dr. Kolb's ATWACC

methodology despite the fact that it has been advanced in all but one

17

18

19

AAWC rate proceeding since the aforementioned Paradise Valley case.

This includes AAWC's most recent rate case proceeding which included

all of the Company's districts not included in this case.

20

21

22

34 Decision No. 71410, Dated December 8, 2009

Q.

A.

A.

Q.
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1 Q. Does your silence on any of the issues, matters or findings addressed in

2 the testimony of Dr. Villadsen or any other witness for AAWC constitute

3 your acceptance of their positions on such issues, matters or findings?

4 No, it does not.

5

6 Does this conclude your direct testimony on the cost of capital issues in

7 AAWCs filing?

8 Yes, it does.

4

A.

Q.

A.
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Qualifications of William A. Rigs by. CRRA

EDUCATION: University of Phoenix
Master of Business Administration, Emphasis in Accounting, 1993

Arizona State University
College of Business
Bachelor of Science, Finance, 1990

Mesa Community College
Associate of Applied Science, Banking and Finance, 1986

Society of Utility and Regulatory Financial Analysts
38th Annual Financial Forum and CRRA Examination
Georgetown University Conference Center, Washington D.C.
Awarded the Certified Rate of Return Analyst designation
after successfully completing SURFA's CRRA examination.

Michigan State University
Institute of Public Utilities
N.A.R.U.C. Annual Regulatory Studies Program, 1997 84999

Florida State University
Center for Professional Development & Public Service
N.A.R.U.C. Annual Western Utility Rate School, 1996

EXPERIENCE: Public Utilities Analyst V
Residential Utility Consumer Office
Phoenix, Arizona
April 2001 - Present

Senior Rate Analyst
Accounting 8< Rates - Financial Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
July 1999 - April 2001

Senior Rate Analyst
Residential Utility Consumer Office
Phoenix, Arizona
December 1997 .- July 1999

Utilities Auditor II and III
Accounting & Rates - Revenue Requirements Analysis Unit
Arizona Corporation Commission, Utilities Division
Phoenix, Arizona
October 1994 .- November 1997

Tax Examiner Technician I / Revenue Auditor ll
Arizona Department of Revenue
Transaction Privilege / Corporate Income Tax Audit Units
Phoenix, Arizona
July 1991 - October 1994

1
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION

Utility Company Docket No. Type of Proceedinq

ICE Water Users Association U-2824-94-389 Original CC&N

Rincon Water Company U-1723-95-122 Rate Increase

Ash Fork Development
Association, Inc. E-1004-95-124 Rate Increase

Parker Lakeview Estates
Homeowners Association, Inc. U-1853-95-328 Rate Increase

Mirabell Water Company, Inc. U-2368-95-449 Rate Increase

Bonita Creek Land and
Homeowner's Association U-2195-95-494 Rate Increase

Pineview Land 8=
Water Company U-1676-96-161 Rate Increase

Pineview Land &
Water Company U-1676-96-352 Financing

Montezuma Estates
Property Owners Association U-2064-96-465 Rate Increase

Houghlarmd Water Company U-2338-96-603 et al Rate Increase

Sunrise Vistas utilities
Company - Water Division U-2625-97-074 Rate Increase

Sunrise Vistas Utilities
Company .- Sewer Division U-2625-97-075 Rate Increase

Holiday Enterprises, Inc.
db Holiday Water Company U-1896-97-302 Rate Increase

Gardener Water Company U-2373-97-499 Rate Increase

Cienega Water Company W-2034-97-473 Rate Increase

Rincon Water Company W-1723-97-414
Financing/Auth.
To Issue Stock

W-01651 A-97-0539 et al Rate IncreaseVail Water Company

Bermuda Water Company, Inc. w-0t812A-98-0390 Rate Increase

Bella Vista Water Company W-02465A-98-0458 Rate Increase

Pima Utility Company SW-02199A-98-0578 Rate Increase

2
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RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.)

Utility Company Docket No. Type of Proceedinq

Pineview Water Company W-01676A-99-0261 WIFA Financing

W-02191A-99-0415l.M. Water Company, Inc.

Marina Water Service, Inc. w-01493A-99-0398

Financing

WIFA Financing

Tonto Hills Utility Company W-02483A-99-0558 WIFA Financing

New Life Trust, Inc.
db Dateland Utilities W-03537A-99-0530 Financing

Sale of AssetsGTE California, Inc. T-01954B-99-0511

Citizens Utilities Rural Company, Inc. T-01846B-99-0511 Sale of Assets

w-02113A-00-0233 Reorganization

w-02113A-00-0233 Reorganization

MCO Properties, Inc.

American States Water Company

Arizona-American Water Company W-01303A-00-0327 Financing

Arizona Electric Power Cooperative E-01773A-00~0227 Financing

T-03777A-00-0575 Financing

W-02074A-00-0482 WIFA Financing

360r1etworks (USA) Inc.

Beardsley Water Company, Inc.

Mirabell Water Company W-02368A-00-0461 WIFA Financing

Rio Verde Utilities, Inc. WS-02156A-00-0321 et al
Rate Increase/
Financing

W-01445A-00-0749 FinancingArizona Water Company

Loma Linda Estates, Inc. W-02211A-00-0975 Rate Increase

W-01445A-00-0962 Rate IncreaseArizona Water Company

Mountain Pass Utility Company SW-03841A-01-0166 Financing

Picacho Sewer Company SW-03709A-01 -0165 Financing

Picacho Water Company W-03528A-01 -0169 Financing

W-03861A-01-0167 Financing

w-02025A-01 -0559 Rate Increase

Ridgeview Utility Company

Green Valley Water Company

Bella Vista Water Company W-02465A-01-0776 Rate Increase

Arizona Water Company W-01445A-02-0619 Rate Increase

3
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Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.I

Utility Company Docket No. Type of Proceedinq

Arizona-American Water Company W-01303A-02-0867 et al. Rate Increase

Arizona Public Service Company E-01345A-03-0437 Rate Increase

WS-02676A-03-0434 Rate Increase

T-01051 B-03-0454 Renewed Price Cap

w-02113A-04-0616 Rate Increase

Rio Rico Utiiities, Inc.

Qwest Corporation

Chaparral City Water Company

Arizona Water Company W-01445A-04-0650 Rate Increase

Tucson Electric Power E-01933A-04-0408 Rate Review

G-01551A-04-0876 Rate Increase

W-01303A-05-0405 Rate Increase

SW-02361A-05-0657 Rate Increase

Southwest Gas Corporation

Arizona-American Water Company

Black Mountain Sewer Corporation

Far West Water 8< Sewer Company ws-03478A-05-0801 Rate Increase

SW-02519A-06-0015 Rate Increase

E-01345A-05-0816 Rate Increase

Gold Canyon Sewer Company

Arizona Public Service Company

Arizona-American Water Company W-01303A-05-0718 Transaction Approval

Arizona-American Water Company W-01303A-05-0405 ACRM Filing

Arizona-American Water Company W-01303A-06-0014 Rate Increase

G-04204A-06-0463 Rate IncreaseUNS Gas, Inc.

Arizona-American Water Company WS-01303A-06-0491 Rate Increase

E-04204A-06-0783 Rate IncreaseUNS Electric, Inc.

Arizona-American Water Company W-01303A-07-0209 Rate Increase

Tucson Electric Power E-01933A-07-0402 Rate Increase

G-01551A-07-0504 Rate Increase

w-02113A-07-0551 Rate Increase

Southwest Gas Corporation

Chaparral City Water Company

Arizona Public Service Company E-01345A-08-0172 Rate Increase

Johnson Utilities, LLC WS-02987A-08-0180 Rate Increase

Arizona-American Water Company w-01303A-08-0227 et al. Rate Increase

4



Appendix 1

RESUME OF RATE CASE AND REGULATORY PARTICIPATION (Cont.l

utility Company Docket No. Type of Proceeding

G-04204A-08-0571 Rate Increase

W-01445A-08-0440 Rate Increase

WS-03478A-08-0608 Interim Rate Increase

UNS Gas, Inc.

Arizona Water Company

Far West Water & Sewer Company

Black Mountain Sewer Corporation SW-02361A-08-0609 Rate Increase

Global Utilities SW-02445A-09-0077 et al. Rate Increase

Litchfield Park Service Company SW-01428A-09-0104 et al . Rate Increase

E-04204A-09-0206 Rate IncreaseUNS Electric, Inc.

Rio Rico Utilities, Inc. WS-02676A-08-09-0257 Rate Increase

5
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INDUSTRY TIMELINESS: 74 (of 98)

Water Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)
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Composite Statistics: Water Utility Industry

2005 2006 2007 2008 2009 2010 12-14
12563

1482

3454.1

d58

3702.5

d183.D

3913.8

3527

4150

405

4455

470

Revenues ($mill)

Net Prof it  ($mill)

5425

625

40.5%

1_1 %

NMF

NMF

NMF

NMF

370%

6.5%

38.0%

8.0%

38.0% .

10.0%
Income Tax Rate

AFUDC % to Ne! Profit

39.0%

15.0%

50.4%

49.5%

540%

45.9%

51 .0%

49.0%

528%

47.4%

55.0%

45.0%

510%

47,0%

Long~Term Debt Ratio

Common Equity Ratio

50.0%

50.0%

3053,8

4200.7

6.3%

12113.9

13308.3

1 5 %

129B5.9

143152

.2%

12B29.1

15356.1

4.3%

13355

16115

5.0%

13800

16950

5.5%

Total Capital (min)

Net Plant ($mill)

Return on Total Cap'I

15725

19050

6.0%

9,8%

9B%

NMF

NMF

NMF

NMF

5 8 %

5.9%

6.5%

6.5%

7.5%

7.5%

Return on Shr. Equity

Return on Com Equity

8.0%

8.0V

3.7%

52%

NMF

NMF

NMF

NMF

2.9%

51%

3.0%

63%

3.5%

60%

Retained to Com Et

All Div'ds to Ne! Prof

4.0%

55%

29.4

1.57

2.1 %

NMF

NMF

2.0%

NMF

NMF

2.3%

21.0

1.26

2.4%

Bald f
Val
es

rares are
1* Line
rares

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann' l Div'd Yield

20.0

1.35

2.5°/

A

A

\/"
Ia

r J

January 22, 2010 WATER UTILITY INDUSTRY 1791

future.

The Water Utility Industry has not been the best
place to reside in recent months. Indeed, the
stocks in the group have shown little, if any, share-
price appreciation since our October review. Some
have even experienced deterioration, as the mar-
ket continued to reveal signs of awaking from its
earlier slumber and investor sentiment swung to
more aggressive areas in an attempt to be at the
forefront of a potential economic revival.

There has not been any major developments or
changes to water utility fundamentals of late,
suggesting that the weakness is largely a byprod-
uct of improving investor confidence and a
brighter outlook for the broader market. But
that's not to say that there haven't been some
lingering issues at play too. Water infrastructures
are aging and in many cases require considerable
maintenance and capital investment in order to
meet increasingly stringent requirements. The ris-
ing costs of doing business are likely to offset most
of the benefits stemming form more favorable
regulatory backing that has become apparent (see
below), limiting shareholder gains for both the
near and long-term. It should be noted that these
stocks are typically bottom-dwellers in times of
prosperity and renewed confidence, with their
perceived safety historically faring better in times
of eeonomie uncertainty.

Pressures to Keep Up
But not everything is as bright as the improving

regulatory environment. In order to meet the demands
of the public, providers employ millions of feet of pipes
and a plethora of wells to say the least. Many of these
systems were built decades ago and over the course of
time have begun to decay and require significant main-
tenance or even complete overhauls. This coupled with
the growing threat of bioterrorism will likely continue
driving maintenance and infrastructure costs through
the roof and forcing most in this space to seek help on the
financing front because of inadequate cash levels. Mean-
while, many smaller operations, unable to survive, are
closing up shop, presenting opportunities for the larger
players with the flexibility to increase their customer
base at relatively lower start-up costs. Aqua America is
a prime example and thus sports some of the best
long-term growth prospects. M8zA activity is likely to
remain hot, as the costs of doing business are expected to
climb into the hundreds of millions by the next decade.

Conclusion
At this juncture, this industry does not cater to the

investment demands of most. Just about every stock in
the group lacks appreciation potential, whether it be for
the coming six to 12 months or the 3- to 5-year pull. The
aforementioned Aqua America, along with South West
WaterCompany and American Water Works, top our list
for growth potential, but each pales in comparison to the
alternatives offered outside the industry. Although the
steady stream of income of some in this group may well
intrigue investors seeking total return, the risk profiles
of each of these stocks are higher than one might think
because of a dependency on M&A's, finance concerns,
and a lack of track record. Meanwhile, those with a more
conservative bent and an affinity for income can do
better by looking elsewhere, specifically the Electric
Utility segment. As always, we advise potential inves-
tors to thumb through reports of each individual stock
before making a commitment.

Undeniable Demand
It's a fact of life, water is one of the biggest necessities

to human survival. And, although more than two thirds
of the world is made up of the liquid, providers are
needed to help safely and effectively deliver water to
hundreds of millions of Americans everyday.

Given the dependency on water, each state has a
regulatory body in place in order to oversee water
utilities and maintain a balance of power between them
and customers. However, many of these authorities,
responsible for reviewing and ruling on general rate
requests made by utilities to help recover costs, long
sided with the public, creating a lop-sided and difficult
backdrop for providers. That said, more recently most
have had a change of heart and have been handing down
more business friendly rulings on general rates in far
more timely fashion. The recent implementation of ac-
counting mechanisms originally outlined in the Water
Action Plan speaks volumes to such and should only help
to drive more predictable and improved results in the

Andre I Costanza
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Pension Assets-12/08 $54.2 mill.
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Pfd Stock None.
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as of 11m09
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47%

ere in the city of Big Bear Lake and in areas of San Bernardino
County. Acquired Chaparral City Water of Arizona (10/00). Has
roughly 675 employees. Oticers & directors own 2.5% al common
stoat (4/09 Proxy). Chairman: Uoyd Ross. President & CEO: Floyd
locks. Inc: CA. Addr.: 630 East Foothill Boulevard, San Dimers CA
91773. Tele.: 909-394-3600. Internet: .aswater.com.

BUSINESS: American States Water Co. operates as a holding
company. Through its principal subsidiary, Golden Slate Water
Company, it supplies water to more than 2s0_000 customers in 75
communities in 10 counties. Service areas induce the greater
metropolitan areas d Los Angeles and Orange Counties. The com-
pany also provides electric utility services to needy 23,250 wstom-

growing infrastructure requirements mvn-
tioned above, the cash-strapped entity will
have to continue to seek outside financing,
with debt and share offerings likely bec-
oming commonplace. The higher interest
rate and share count associated with these
transactions will limit the benefits of the
expansion of the nonregulated business.
These shares are not too intriguing at
this juncture. Share-price momentum
has tapered off in the months following
our October review and is likely to remain
relatively stagnant over the coming six to
12 months as the emergence from the
recession continues to gain steam and in-
vestors regain confidence and take a more
aggressive stance. The longer-term picture
is not  much bet ter ,  wi th burgeoning
financing costs curbing] 3 to 5 year share
holder gains. Althnug risk-averse inves-
tors may be intro red by the issue's in-
come component 8" a much anticipated
move the board recently raised the
quarter ly dividend by 4% to $0.26 a
share), it should be noted that there are a
number of better income sources, particu-
larly in the utility genre, to choose from.
Andre J Costanza January 22, 2010

Amer ican States W ater  posted im -
pressive third-quarter growth. Indeed,
the water uti l i ty reported earnings of
$0.52 a share. as revenues advanced 17%,
to a record $101 million.
Expectat ions should be tempered a
bit, however. Last year's third-quarter
figures were relatively weak. The
December-perind comparisons are far more
formidable. Plus. although the top line is
likely to continue being the beneficiary of
favorable general rate case ruin s from
the California Public Utilities Cgommis
Zion, operating expenses look to be on the
rise, as evidenced Hg the most recent
double digit increase. already decaying in-
frastructures are only growing older and
requiring more investment. Much in that
vein, we anticipate that the company had
trouble meeting last year's share-net total
in the fourth quarter, despite a healthy
high single-digit top-line advance. For
many of the same reasons, bottom-line
growth for full-year 2010, though healthy,
will likely pale in comparison to the levels
witnessed in 2009.
The company's balance sheet is not
exactly seductive. In order to meet the

ll l l
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- . nee Strength
240r-1 spin 1/98

Yes

Latest recession began 72/07
1111 hl. Tn.. l l  l IINl' I 'II lll'l I ll 111111•
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I
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a
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vs;
1

1 yr.
3  yr.
5 yr.

%  T O T .  R E T U R N  1 2 / 0 9
THIS

STUCK
, 1 8 . 2

- 0 . 7
1 3 . 2

VLARITH.
INDEX

s o s

1.9

25.9

9
5
3

Percent
shares
traded

2 -

1 I

A l

.|. | I l.~ I

I I
I

IH
II I
I I

ll I I ll
I HI 1

I I .I 111.1. I 111111
I 111111I ll I'll 1 I i " i  1 1 I I II II I II ll

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
1 3 . 3 4

2 . 2 5

1 . 3 5

. 9 6

1 2 5 9

2 . 0 2

1 . 2 2

. 9 9

1 3 , 1 7

2 . 0 7

1 . 1 7

1 . 0 2

1 4 . 4 B

2 5 0

1 . 5 1

1 . 0 4

15 . 4B

2 9 2

1 . B 3

1 0 6

1 4 , 7 6

2 5 0

1 , 4 5

1 . 0 7

1 5 . 9 5

2 , 7 5

1 . 5 3

1 0 9

1 6 . 1 6

2 5 2

1 , 3 1

1 1 0

1 5 2 5

2 2 0

9 4

1 1 2

1 7 3 3

2 . 5 5

1 . 2 5

1 . 1 2

1 6 . 3 7

2 5 1

1 , 2 1

1 1 2

1 7 . 1 8

2 . 8 3

1 . 4 6

1 . 1 3

1 7 . 4 4

3 . 0 3

1 . 4 7

1 . 1 4

2 . 5 3

1 0 9 0

2 . 2 8

1 1 . 5 6

2 . 1 7

1 1 . 7 2

2 , 8 3

1 2 . 2 2

2 . 5 1

1 3 . 0 0

2 , 7 4

1 3 , 3 8

3 . 4 4

1 3 . 4 3

2 4 5

1 2 9 0

4 . 0 9

1 2 . 9 5

5 . 8 2

1 3 1 2

4 . 3 9

1 4 . 4 4

3 . 7 3

1 5 . 8 5

4 . 0 1

1 5 . 7 9

11.38 1 2 . 4 9 1 2 . 5 4 1 2 . 6 2 1 2 , 6 2 12.52 1 2 , 9 4 15,15 1 5 , 1 8 1 5 . 1 8 1 6 , 9 3 1 8 . 3 7 1 8 . 3 9

1 3 . 6

. 8 0

5 . 2 %

1 4 . 1

. 9 2

5 . B %

1 3 . 7

. 9 2

6 . 4 %

1 1 , 9

. 7 5

5 . 8 %

1 2 . 6

. 7 3

4 5 %

1 7 . 8

. 9 3

4 . 2 %

1 7 . 8

1 . 0 1

4 . 0 %

1 9 . 5

1 . 2 7

4 . 3 %

2 7 . 1

1 . 3 9

4 . 4 %

1 9 8

1 . 0 8

4 . 5 %

2 2 . 1

1 . 2 5

4 . 2 %

2 0 . 1

1 . 0 5

3 . 9 %

2 4 . 9

1 . 3 3

3 . 1 %

2006
1 6 . 2 0

2 . 71

1 . 3 4

1 . 1 5

4 2 8

1 8 . 1 5

2 0 . 6 5

2 9 . 2

1 . 5 8

2 . 9 %

3 3 4 . 7

2 5 . 6

3 7 . 4 %

10. 6" /

4 3 . 5 %

5 5 . 9 %

670 . 1

9 4 1 . 5

5 . 2 %

6 . 8 %

6 . 8 %

2007 2008 2009 z010 © VALUE LI NE PUB. ,  I NC

1 7 . 7 6

3 . 1 2

1 . 5 0

1 . 1 6

1 9 . 8 0

3 . 7 2

1 . 9 0

1 . 1 7

2 1 . 3 5

4 . 0 5

1 . 9 9

1 . 1 8

22.10
4.25
2.10
1.19

Revenues per sh
"Cash F low" per sh
Earnings perch A
Div'd Decl'd per sh B l

23.90
4.s0
2.60
1.25

3 . 6 8

1 8 . 5 0

4 . 8 2

1 9 . 4 4

5 . 2 0

2 0 . 0 0

5.25
19.75

Cap'l Spending per sh
Book Value per sh c

5.25
21.30

2 0 . 6 7 2 0 . 7 2 2 1 . 0 0 2 1 . 2 5 C o m m o n  S h s  0 u t s t ' g  D 2 3 . 0 0

26 . 1

1 . 3 9

3 . 0 %

1 9 . 8

1 . 2 0

3 . 1 %

1 9 . 3

1 . 2 6

3 1 %

Avg Ann'I PIE Ratio
Relative PIE Ratio
Avg Ann' l Div'd Yield

1 9 . 0

1 . 2 5

2 . 5 %

367 . 1

3 1 . 2

4 1 0 . 3

3 9 . 8

4 4 8

4 2 . 0

470
45.0

Revenues ($mill) E
Net Profit ($milI)

5 5 0

6 0 . 0

3 9 . 9 %

8 . 3 %

3 7 . 7 %

8 . 5 %

4 0 . 0 %

8 . 5 %

3 9 . 0 %

1 0 . 0 %

Income Tax Rate
AFUDC % to Net Profit

3 9 . 0 %

1 0 . 0 %

4 2 . 9 %

5 6 . 6 %

4 1 . 6 %

5 8 . 4 %

4 7 . 0 %

5 3 . 0 %

4 6 . 5 %

5 3 . 5 %

L o n g - T e r m  D e b t  R a t i o

C o m m o n  E q u i t y  R a t i o

4 8 . 5 %

5 1 . 5 %

6 7 4 . 9

1 0 1 0 . 2

690.4
11124

7 g 5

1 1 7 5

805
1240

Total Capital ($mill)
Net Plant ($mill)

9 5 0

1 4 2 5

5 . 9 %

8 . 1 %

e . 1 %

7 . 1 %

9 . 9 %

9 . 9 %

7 . 0 %

1 0 . 0 %

1 0 . 0 %

7 . 0 %

1 0 . 5 %

1 0 . 5 %

Return on Total Cap'l
Return on Shr. Equity
Return on Com Equity

8 . 0 %

1 2 . 0 %

1 2 . 0 %

CAPITAL STRUCTURE as of  9130109
Tot a l Dem $397.9 mill.  Due in 5 Yrs $40.0 mill.
LT Debt  $373.5 mill. LT interest $25.0 mill.

( L T  i n t e r e s t  e a r n e d :  7 . 8 x ,  t o t a l  i n f .  c o y . : 6 . 6 x )

Pension Assets-12/08 $66.9 mill.
Oblong. $ 1 9 2 . 9  m i l l ,

Pfd Stock N one

Common Stock 20,744,952 she
a s of  11/2/09

MARKET CAP: $775 million (Small Cap)

2008 9/30/092007

6 . 7
53. 3
60 . 0
36 . 7

2 . 7
30 . 3
69. 7

3 3 3 %

47 . 6
92 . 8

140. 4
54 . 4
24 . 4
52 . 0

130 . 8
4 3 0 %

13. 9
65 . 9
79 . 8
45 . 1
42 . 8
35. 3

1 2 3 2
3 9 8 %

CURRENT POSITION
($MILL.)

C ash Asset s
O t he r
C ur rent  Asset s
Acc t s  P ayab le
D eb t  D ue
O t he r
Cur rent  L iab.
F ix .  Chg.  Cov.

P as t
10 Yrs.

z . 0 ' v
2 . 0%

1. 0%
4 . 0 %

ANNUAL RATES
of Mango (per sh)
R e ve n u e s
" C as h  F low "
E a m m g s
D ividends
B ook  Va\ ue

P as !  E s t ' d  ' 06 - ' 0S
5 Yrs. to *12-'14

1 .5% 5 . 0%
5 . 5% 7. 0%
7 . 0% 8 . 5%
0 . 5% 1. 5%
6 . 5% 2 . 0%

Cal-
endar

Q UARTERLY REVENUES t s  m il l . )E

M a r . 3 1 J u n . 3 0  S e p . 3 0 D e c . 3 1
Full
Year

2006
2007

200B

2009

2010

8 1 . 1

9 5 . 8

1 0 5 . 6

1 1 6 . 7

1 2 2

1 0 7 . 8

1 1 3 . 8

1 3 1 . 7

1 3 9 . 2

1 4 6

65.2
71.6
72.9
86.7
91.0

8 0 . 6

8 5 . 9

1 0 0 . 1

1 0 5 . 4

1 1 1

3 3 4 . 7

3 8 7 . 1

4 1 0 3

4 4 8

4 7 0

C al-
enda r

EARNINGS PER SHARE A
M a r . 3 1  J u n . 3 0  S e p . 3 0  D e c . 3 1

Full
Year

2005

2007

2008
2009

2010

. 3 1

. 3 9

. 3 5

. 3 5

. 3 9

. 0 4

0 7

. 0 1

. 1 2

. 1 1

. 68

.67
1.05

. 94
1.00

. 3 1

. 3 7

. C B

. 5 8

. 6 0

1 3 4

1 , 5 0

1 9 0

1 . 9 9

2 . 1 0

C a l -
e n d a r

QUARTERLY DI VI DENDS PAI D B I

M a r . 3 1 J u n . 3 0  S e p . 3 0 D e c . 3 1

Full
Year

2006
2007
2008
200g
2010

.2875

.290

.293

.295

.2875

.290

,293

.295

.2875

.290

.293

.295

.2875

.290

.293

.295

1 . 1 5

1 . 1 6

1 . 1 7

1 . 1 8

2 0 6 . 4

1 9 , 9

2 4 4 . a

2 0 . 0

2 4 6 . 8

1 4 . 4

2 6 3 . 2

1 9 . 1

2 7 7 . 1

1 9 . 4

3 1 5 . 6

2 6 . 0

3 2 0 . 7

2 7 . 2

37.9% 4 2 . 3 % 3 9 . 4 % 3 8 7 % 3 9 . 9 %

1 0 . 3 %

3 9 . 6 %

3 . 2 %

4 2 . 4 %

3 . 3 %

4 6 . 9 %

5 2 . 0 %

4 8 . 9 %

5 0 . 2 %

5 0 3 %

4 8 . 8 %

5 5 . 3 %

4 4 , 0 %

5 0 2 %

4 9 , 1 %

4 8 . 6 %

5 0 . 8 %

4 8 . 3 %

5 1 . 1 %

3 3 3 . 8

5 1 5 . 4

3 8 8 . 8

5 8 2 . 0

4 0 2 . 7

6 2 4 . 3

4 5 3 . 1

6 9 7 . 0

4 9 8 . 4

7 5 9 . 5

5 6 5 . 9

8 0 0 . 3

568 . 1

8 6 2 . 7

7.8%
112%
11.4%

6 . 8 %

1 0 . 0 %

1 0 . 1 %

5 . 3 %

7 2 %

7 . 2 %

5 . 9 %

9 . 4 %

9 . 5 %

5 . 6 %

7 . 8 %

7 . 9 %

6 . 1 %

8 . 9 %

9 . 0 %

6 . 3 %

9 . 3 %

9 . 3 %

3.5%
70%

1 . 8 %

8 2 %

N M F

1 1 9 %

1 . 0 %

9 0 %

1 %

9 1 %

2 . 1 %

7 7 %

2.1 %

7 8 %

1 . 0 %

8 6 %

1 . 8 %

7 7 %

3 . 8 %

6 1 %

4 . 0 %

5 9 %

5 . 0 %

5 6 %

Retained to Com Et
All Div'ds to Net Prof

6 . 5 %

4 8 %

breakdown, 'DBZ residential,  69%, business, 18%, public authorit ies,
5%. industr ial,  5%, other,  3%. '08 reported depreciat ion rate:  2.4%.
Has roughly 929 employees.  Chairman:  Robert  W. Foy.  President  &
CEO: Peter C.  Nelson (4109 Proxy).  inc. :  Delaware.  Address:  1720
Nor th F irst  St reet ,  San Jose,  Calif ornia 95112~4598.  Telephone:
408 367 8200.  lntemet i www.caiwatergroup.com.

BUSINESS: California Water Service Group provides regulated and
nonregulated water  service lo r oughly 463, 600 cus t omer s  in  83
communit ies in California,  Washington,  New Mexico,  and Hawaii.
Main service areas:  San F rancisco Bay area,  Sacramento Valley,
Sal inas  Val ley,  San Joaquin  Val ley &  par t s  o f  Los  Angeles .  Ac-
quir ed R io Grande Corp,  West  Hawai i  U t i l i t ies  ( 9/ 08) .  Revenue

persisted in the fourth quarter and will
only intensify going forward. As a result,
we've tempered our expectations, estimat-
ing that CWT barely broke even in the
final quarter of 2009 and that earnings
growth will not be anything to write home
about for full-year 2010.
The stock has fallen a notch for
Timeliness and is now ranked 4 (Be-
Iow Average). Recent share-price
declines, coupled with the tough outlook,
make this an unattractive selection for the
coming six to 12 months.
Its 3- to 5-year appeal is better, but
still lacking in our opinion. CWT does
not have the Finances on hand to meet the
rising infrastructure costs that are likely
to amount over the next couple of years.
The share and/or debt offerings that will
be required to help improve the balance
sheet will come at a price, with the higher
share count and interest rate expenses
limiting potential shareholder gains. Al-
though the dividend yield looks healthy at
first blush, those seeking an income
vehicle have better options available, par-
ticularly on a risk adjusted basis.
Andre J Costanza January 22, 2010

Improvements on the regulatory front
augur well for California Water Serv-
ice Group's top line. Indeed, earlier rate
increases handed down by the California
Public Utilities Commission (CPUC)
enabled the water utility to post record-
high revenues of $139.2 million in the
third quarter, a 6% improvement from the
year before. We look for similar growth in
the fourth quarter and for full year 2010.
Meanwhile, the company filed its 2009
general rate case during the period, seek-
ing $71 million in 2011 with increases of
nearly $25 million in 2012 and 2013. It
was CWT's first consolidated request,
covering all 24 districts, and a ruling may
well take 18 months to be made. We ex-
pect a relatively favorable outcome given
the CPUC's more recent disposition.
However, operating costs appear to be
on the rise, too.Despite the top-line ben-
efits mentioned above, share earnings fell
11% in the September period and came in
a dime below our estimate. Operating ex-
penses swelled 10%, as aging infrastruc-
tures required greater maintenance, and
the increased demand drove up distribu-
tion costs. We suspect that these trends

1 - 1 1 1  I I - |u lulllulu I l

31 . 4
2 1 . 5

Target Price Range
2012 2014

1 2 8

9 6
8 0

6 4

4 8
4 0

3 2

2 4

1 6

1 2

H
I Ill

III
I ll

III
III
III

III
III
IIIHI

...
lllllll

- 1 2 - 1 4

( 2 )  I n c l .  d e f e r r e d  c h a r g e s .  i n  ' 0 8 t  $ 3 . 9  m i l l . ,
. 1 9 I s h .

Company's Financial Strength
St ock ' s  P r ice stability
P r ice Grow th P ers is t ence
E ar n ings Predictability

B++(A) Basic EPS. Excl.  nonrecurr ing gain ( lass): (B) Dividends histor ically paid in mid-Feb.,
'00, (7¢),  '01, 4¢, '02, 8¢. Next earnings report May,  Aug. ,  and Nov.  l Dived reinvestment  plan
due ear ly February. available. (D) In millions, adjusted for split .

( E )  E x c l u d e s  n o n ~ r e g .  r e v .

t o  2010,  Value L ine Publish ing,  I nc.  A ll r ight s reserv ed.  Fact ual m at eria l is  obt a ined loom  sources believ ed t o  be re liab le and is  prov ided w it hout  w arrant ies of  any  k ind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OM ISSIONS HEREIN.  This publicat ion is st rict ly  lot  subscribers ow n,  noncom m ercial,  internal use.  No part
of it  m ay be reproduced, resold, stored or transm itted in any printed, electronic or other iom r, or used tor generating or m arke\lnTg any printed or electronic publication. serv ice or product.I III um



SOUTHWEST WATERnD-swwc 6.26RECENT
PRICE

PIE
RATIO 28.5(8::::::s3338)$2431 .65

mu
YLD 3.2%

VALUE
LINE

3
4

TIMELINESS Raised 11127109

sArETte NeW10/23/09

TECHNICAL 3 Raised 1I1l10

BErA 1.10 (1.00 Market)

Price
13

8

Gain
110%

30%

2012-14 PROJECTIONS
Ann'l Total

Return
20%

6%
H'gh
Law

Insider Decisions
F M A M J J A S D
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0

to Buy
Options
lb Sell

Institutional Decisions
1G2B09 2QZM9 302DD9

3 9 4 2 4 2
CB 3 9 31

11007 11107 10401

to Buy
Io Sell
Hld'5(l)00

High :
Low:

5.6
3.5

9.2
3.6

10.2
6.9

12.4
76

11,2
B.1

14.3
10.3

15.2
9.0

19.1
10.8

16.4
11.5

13.4
2.7

6.3
3.1
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2013
LEGENDS

2:50 x Dividends p sh
divided Hg Interest Rate
Reiatwe rice Strength

5-lor-4 split 10/98

5-lot-4 split V11
3-(of-2 split 10/99

4-lor-3 spit 1/04
Options: No . .

hadedarea: poor recession
Lakes!recessionbegan 12/07

l'l

l l l l l l l
4 I

9' TOT. RETURN 12Iog
THIS

STOCK
87.6

-54.6
-52.0

VLARITH,
INDEX

60.8
1.9

25.9

1 yr.
3 yr.
5 yr.

15
10
5

Percent
shares
traded
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I
I
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I
I
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2008

8.87

.he

.04

.24

1.as

4.55

24.90

NMF

NMF

2.4%

220.9

1.0

NMF

10.0%

62.6%

37.2%

304.4

429.3

1.8%

.9%

.B%

|

-
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1  |
-
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1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
4.03

.38

.08

.14

4.20

.38

.09

.08

4.84

.44

.12

.08

5.31

.46

.15

.09

5.61

.53

.21

.09

5.63

.59

.25

.10

6.16

.as

.31

.11

7.49

.76

.38

.13

B.15

.87

.42

.14

9.12

85

.39

.15

10.70

.91

.44

.15

.60

2.31

.72

2.31

.84

2.45

.95

2.40

.74

2.52

.19

2.70

.53

3.05

.as

3.44

1.05

3.84

1.78

4.27

1.14

4.90

11.97 12.13 11.14 12.45 12.55 12.83 13.12 13.99 14.11 14.35 16.17

35.8

2.11

4.7%

22.3

1.46

4.2'/»

14.6

.98

4.7%

16.5

1.03

3.4"/a

16.9

.97

2.7%

11.2

.89

2.3%

19.5

1.12

1.8%

17.0
1.11

2.0%

19.8

1.01

1.7%

24.8

1.35

1.5%

21.2

1.21

1.7%

2004
9.23

.67

.pa

. la

1.26

6.17

20.35

NMF

NMF

1.5%

188.0

4.5

36.1%

11.0%

47.9%

52.0%

242.0

302.6

3.1%

3.6%

3.6%

200s
9.10

.78

.34

.20

1.66

6.49

22.33

35.5

1.89

1.6%

203.2

7.3

36.0%

9.5%

44.7%

55.1%

262.9

344.8

4.1%

5.0%

5.0%

2006 2007
9.42

.as

.40

.21

8.96

.69

.31

.23

1.87

6.98

1.70

6.54

23.80 24.27

34.8

1.88

1.5%

42.1

2.23

1.8%

224.2

9.3

217.3

5.1

35.0% 56.0%

12.5%

43.6%

56.3%

47.7%

52.1%

295.2

389.6

4.5%

304.5

417.8

2.9%

5.6%

5.6%

3.2%

3.2%

2009
I a

.as

.16

.13

J o
4.50

2s.oo

32.0

214

2.5%

21a

4.o

NMF

11.0%

61.5%

38.5%

295

420

2.5%

3.5%

15%

2010 °vALuE UNEPUB., INC

I a
.so
.30
.20

Revenues per sh
"Cash Flor' per sh
Eamings per sh *
Div ld Ded'd per sh I

10.55
1.00
.50
.20

.75

4.55

Cap'I Spending per sh

Book Value per sh °

1.90

5.10

25.50 Common Shs 0utst'g c 26.50

Avg Ann'l PIE Ratio

Relative PIE Mio

Avg Ann'l Div'd Yield

20.0

1.65

2.0%

225

1.5

Revenues ($mill)

Net Profit ($mim

210

13.0

NMF
115%

Income Tax Rate
AFUDC % m NetProfit

NMF
12.0%

60.0%

40.0%

Long-Term Day! Ratio
Common Equity Ratio

59.5%

40.5%

215
44o

4.0%

Total Capital($mill)
Na Plant($mill)
Recur on Total Cap'I

JW
sao

5.5%
6.5%
6.5%

Recur on Shi. Equity
Recur on Com Equlty

10.0%

10.0%

CAPITAL STRUCTURE as of 9/30/09
Total Debt $155.7 mill. Due in 5 Yrs $153.5 mill.
LT Debt $153.5 mill. LT Interest s1.0 mill.
(Total interest coverage: 2.7x) (48% al Cap'l)

Leases. UneapMIlzed: Annual rentals $5.5 mill.
Pension Liability None

Pfd Stock s.45a mill. Pfd Div'd s.o20 mill.
Common Stock24,875,389 she.
as of 10131109

MARKET CAP: $150 mllllon (Small Cap)

zoom 9/30/092007

2.9
26.0

1.1
29.7

1.6
34.0

32.7
61.6
14.9

1.9
29.4
46.2

26.9
57.7
16.1

2.2
28.4
46.7

25.4
61.0
15.0

2.2
18.5
35.7

CURRENT POSITION
llllLL)

Cos Assets
FeceivabIsA c  )
inventory v s  s t
Other
Curren!Assets
Accts Payable
Deb\Due
Other
Current Liab.

Past
10 Yrs.

Est'd 'as-'os
to .12..14

2.5%
9.5%

12. 0%
-2. 0%
-2. 5%

5.0%
3.5%
2.0%
9.5%
9.0%

ANNUAL RATES
M change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
Yrs.

-0.5%
-3.5%

-10.0%
8.5%
7.0%

Cal-
endar

QUARTERLY REVENUES Is mlll.)
Mar.31 Jun.30 Sep.30 De¢:.31

Full
Year

200s

2007

200s

2009

2010

50.8
48.1
49.6
50.1
52.0

57.9
56.8
54.0
56.5
58.0

55.4
55.0
56.9
52.4
55.0

60.1
57.4
60.4
59.0
60.0

224.2
217.3
220.9
211
225

Cal-
ondar

EARNINGS PER SHARE A
Mar.31 Jun. 30 Sep. 30 Dec. 31

Full
Year

200s
2007
20os
2009
2010

.08

.09

.03

.03

.0s

.18

.09
d.02
.05
.as

.03

.03
d.04

.03
.06

.13

.11

.01

.05

.10

.40

.311

.04

.16

. t o

Cal-
endar

QUARTERLY DMDENDS PAIDI
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2006

2007

2000

2009

2010

.050

.058

.06

.05

.052

.058

.0s

.025

.052

.058

.06

.025

.052

.050

.06

.025

.05

.21

.23

.24

.13

80.9

4.2

104.7

5.4

115.5

6.2

130.8

6.0

173.0

1.2

39.0% 37.0% 36.0%

14.4%

34.9%

3.2%

35.9%

45.2%

54.1%

48.8%

50.7%

51.4%

48.2%

58.7%

42.9%

47.9%

51.8%

73.9

113.7

7.6%

95.0

157.8

7.6%

113.0

171.1

7.6%

142.a

203.9

5.8%

152.8

219.5

6.2%

10.3%

10.4%

11.1%

11.1%

11.4%

11.4%

9.7%

9.7%

9.0%

9.1%

7.0%

33%

7.8%

31'/u

7.8%

32%

6.3%

36%

5.8%

36%

3%
la%

2.1%

58%

2.6%

54%

NMF

112%

NMF

NMF

NMF

NMF

2.5%
esc

Retained to Com Et
All Div'ds toNetProf

6.0%

40%

regulated public water utilities in Calilumra, Alabama, Oklahoma,
and Texas. O&M and Texas MUD Services maintain projects on a
conrad and fee basis. Officers and directors own 4.2% of common
shares (4109 proxy). CEOIChrmn: Mark Swatek. Inc.: DE. Addr.:
One Wilshire Building, 624 s. Grand Ave. Ste. 2900. Los Angeles.
CA 90017. Tel.: 213-929-1800. Internet: .swwc.com.

BUSINESS: SouthWest Water Company provides a broad range or
services inducing water production, treatment and distribution,
wastewater collection and treatment; utility billing and collection,
and utility infrastructure. n operates lour groups, Utility, 32% of
2008 revenues, Texas Utility. 16/ll; ram Services, baA, Texas
MUD Services, 34%. Utility and Texas Utility ohm and manage rate-

Severe drop Hts in Cali-
two key S C markets,

Siren th, as
tock

end payout. For its November payment,
management doubled the amount paid
during the prior three quarters. Though
we do not expect the dividend rate to fu Ly
recover from the reduction in early 2008.
this increase may be sustainable over the
coming 3 to 5dyears. HoWever, even with a
much reduce capital spending budget.
free cash flow appears to fall short of
preferred and common dividend expense.
These neut ra l l y  ranked shares are
best suited for risk tolerant investors.
Note, however, that. the above-average
price recovery potential is offset by the de
free of risk attached to these shares. This
risk is shown by the Low (C++) rank for
Financial well as the below-
Ear scores for Price Stability and

earnings Predictability. Business pros-
pects are clouded due to uncertainties re-
lated to weather conditions and the hous-
ing market.
John D. Burke .January 22, TOJO

SouthWest Water Company probably
f inished 2009 on a good note Al-
though share-profit comparisons likely
dropped, year over year. revenues for the
fourth quarter probably showed a slight
increase. As SouthWest begins to recover
from the weakened economy we expect
good quarter-to-quarter earnings gains,
excluding charges associated from the de-
layed quarterly filings in 2008 (due to ac-
counting errors).
forma and Texas.
reduced water demand in the 12-month
period ending in June, 2009. Moreover, the
resulting dry soil increased repair costs
durilgg the latter half of 2009. Looking
area .

. In 2010, the top and bottom l ines
shou l d  con t i nue t o  recover  i n  l i ne
with the overall economy. The company
will likely be bolstered from the recently
approved rate increase for its California
utilities segment. Also, SouthWest plans
to locus on reducing operating costs
through consolidating office support func-
tions, as well as by divesting underper
forming businesses.
The board voted to increase the divi-

8.3
5,1

Target Price Range
2012 2014

32

24
20
16

12
10
8

6

4

3

HIIIIIHI
'I2-14

Company's Financial Strength
Stock's Price sxabiliey
Price Growth Persistence
Earnings Predictability

C++(A) Diluted earnings. Excludes nonrecurring
gains (losses): '00, (3¢); '01, (5¢), '02, 1¢, '05,
(23¢), '07, (54¢); '08, ($1.35), 10 '09 (24¢). 2Q
'09, (54¢). Next earnings report late February.

©  2010, Value Line Pubiishinl, Inc. All rights reserved.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERR
of it may be reproduced, resold. stored or lransmined in any

(B) Dividends historically paid in late January, $0.83lshare.
April, July, and October. (E) Earnings may not add due to rounding.
(C) in millions, adjusted for splits,
(D) Includes intangibles. In 200B: $19.3 million,

Factual material is obtained loom sources believed Io be reliable and is provided without warranties of any kind.
ORS OR OMISSIONS HERElN. This publication is strictly lot subscriber's own, noncommercial, inlemal use. No pan
prinlerl, electronic Ur other lam, or used for generating or marlteling any primed or elecrrnnic puhhcaiion, service or product,i m
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1 .4 0

2 .5 %
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ate
1.69

1,8%

3 4 , 7

1 .8 7

1.8%

3 2 , 0

1 7 0

2 .1 %

2 4 . 9

1 . 5 0

2 .8 %

2 2 . 2

1 . 4 a

3 0 %

Avg Ann'l PIE Ratio
Relative PIE Ratio
Avg Ann'l Div'd Yield

2 1 . 0

1 . 4 0

2 .0 %

CAPITAL STRUCTURE as of 9/30109
Total Debt $1320.2 milL Due in 5 Yrs $245.0 mill.
LT Debt $1265.4 mill. LT Interest $65.0 mill.
(LT interest earned: 3.4x, total interest coverage:
3.4x) (54% of Cap'I)

Pension Assets-12/08 $112.2 mill.
Oblig. $204.7 mill.

Pfd Stock None
Common Stock 136,270,613 shares
as of 10/20/09

MARKET CAP: $2.4 billion (Mid Cap)

257.3
45.0

2 7 5 . 5
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1 0 9
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1 2 3

Revenues ($miII)
Net Profit ($milI)

9 0 0

1 7 5

3B.4% 3 8 .9 % 39.3% 38.5% 3 9 .3 % 39.4% 3 8 .4 % 3 9 .5 % 38.9%

2 .9 %

39.7%

3.1%

3 9 .0 %

3 .0 %

3 9 . 0 %

2 .6 %

In c o me  T a x Ra t e

AF UDC %  t o  Ne t  Pr o f i t

3 9 .0 %

2.0%

52.9%
461%

5 2 .0 %

4 7 .8 %

52.2%

4 7 .7 %

5 4 2 %

4 5 .8 %

51.4%

4 8 .6 %

5 0 .0 %

50.0%

5 2 .0 %

4 8 .0 %

5 1 .6 %

4 8 .4 %

5 5 .4 %

4 4 .6 %

5 4 .1 %

4 5 .9 %

5 4 .0 %

4 6 .0 %

5 3 .0 %

4 7 .0 %

Long-TermDebt Ratio
CommonEquity Ratio

4 8 .0 %

5 2 .0 %

7 8 2 . 7

1135 .4

9 0 1 . 1

1 2 5 1 .4

9 9 0 .4

1 3 6 8 .1

1 0 7 6 .2

1 4 9 0 . 8

1 3 5 5 .7

1 8 2 4 .3

14973
20698

1 6 9 0 .4

2 2 8 0 . 0

1904 .4
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2 1 9 1 .4

2 7 9 2 .8
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T o t a l  Ca p i t a l  ( $ mi l I)

Ne t  Pl a n t  ( $ r n i l l )

2 7 6 5

3 5 0 0
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12.2%

12.3%

7 .4 %

11.7%

11.1%

7.8%

12.3%

12.4%

7 ,6 %

1 2 7 %

12.7%

6 ,4 %

10.2%
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10.7%
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11.2%
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10.0%

5.9%
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Re c u r  o n  Co m Eq u i t y

7.5%

12.0%

12.0%

2008 9/30/092007

14,5
82.9

8.8
9.3

115.5
45.8
80.8
56.6

1B3.2
323%

14.9
84.5

9.8
11 .a

121.0
50.0
87.9
55,3

193.2
329%

18.0
86.1
10.3
10.5

124.9
26.3
54.8

149.0
230.1
325%

CURRENTPOSITION
($M1LL.)

Cash Assets
Receivables
Inventory (AvgCst)
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

4.3%
85%

4.7%

60%

5.1%

59%

5.2%

59%

4 .2 %

59%

4 .6 %

57%

4.9%

56%

3 .7 %

8 3 %

32%
67%

2 .8 %

70%

3 .5 %

6 6 %

3 .0 %

69%

Retained Io Com Eq D
All Div'ds to Net Prof

5 . 0 %

5 7 %

BUSINESS: Aqua America, Inc. is the holding company for water
and wastewater utilities that serve approximately three million resi-
dents in Pennsylvania, Ohio, North Carolina, Illinois, Texas, New
Jersey, Florida, Indiana, and five other states. Divested three of
four non-water businesses in '91, telemarketing group in '93, and
others. Acquired AquaSource, 7/03, Consumers Water, 4/99, and

others. Water supply revenues 'DB: residential, 60%; commercial,
14%, industrial & other, 26%. Officers and directors own 1.3% of
the common stock (4/09 Proxy). Chairman & Chief Executive Of-
ficen Nicholas DeBenedictis. Incorporated: Pennsylvania. Address:
782 West Lancaster Avenue, Bryn Mawr, Pennsylvania 19010. Tel-
ephone: 610525-1400. internet: wwwaquaamerica.com.

During the September interim, Aqua
America lost some ground on a year-
over-year basis. Although revenues were
up slightly from the prior year, earnings
dropped a penny, as unfavorable weather
conditions and higher operating costs hurt
profits during the third quarter. Looking
ahead, though,
the company probably ended the year
on a good note. A number of rate-relief
cases were set to be decided in the fourth
quarter which, if approved, should provide
a slight last-minute boost to the top and
bottom lines. Also, management has been
actively working to reduce operating costs,
and the benefits of these efforts should
help widen margins. For the year, we ex-
pect a total increase in revenues and earn-
ings of $48 million and $0.07 a share,
respectively, but it should be noted that
last year included a gain from the sale of
its underperforming Woodhaven system.
Aqua America should continue to ex-
pand its reach through acquisitions
and rate-relief cases over the next few
years. The company has acquired a
wastewater treatment plant in Lumpkin
County, Georgia, and this new subsidiary

(Aqua Georgia Inc.) may be bolstered by
further purchases in this region. Also,
WTR expanded its Aqua Pennsylvania
division in December, purchasing the as
sets of Athens Township Authority, and
subsequently signed a 20-year contract to
provide water ser'vices. Additionally, the
$75 million in rate cases filed in 2009
should, if judged in Aqua's favor, boost
revenues and earnings over the next few
years.
These shares are a neutral choice for
the coming six to 12 month period,
but hold some appeal for the long
haul. One attractive trait is the steady
dividend yield, which was raised 7.4% dur-
ing the fourth quarter of 2008. The compa-
ny has historically raised its payout every
year, and this will most likely continue
over the coming 3- to 5-year stretch. Also,
the top- and bottom-line gains we project
over the 2012-2014 horizon give this equi-
ty good recovery potential. Conservative
investors should also take note of the high
scores for Stock Price Stability and Earn-
ings Predictability, as well as the below-
the-market average Beta coefficient.
John D. Burke January 22, 2010

Past
10 Yrs.

8.0%
9.5%
7.5%
7.0%
9.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
Yrs.
9.0%
8.0%
5.5%
8.0%

10.0%

Est'd '06-'08
to '12-'14

6.5%
10.0%
10.0%

6.5%
6.0%

Cal-
endar

QUARTERLY REVENUES (S mm.)
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

2007

200B

2009
2010

1 3 6 . 9

1 4 9 . 1

1 5 9 . 6

1 7 2 . 4

1 9 0

1 1 7 . 9

1 3 7 . 3

1 3 9 . 3

1 5 4 . 5

1 6 5

1 3 1 . 7

1 5 0 . 8

1 5 1 . 0

1 6 7 . 3

1 8 5

1 4 7 . 0

1 8 5 . 5

1 7 7 . 1

1 B 0 . 8

1 9 5

533.5
602.5
627.0
675
735

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

2007
200s

2009

2010

. 1 9

. 1 9

. 1 9

. 2 2

. 2 5

. 2 1

. 2 2

. 2 5

. 2 5

. 2 8

. 1 7

. 1 7

. 1 7

. 1 9

. 2 2
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. 1 3

. 1 1

.1 4

. 1 5

. 7 0

. 7 1

. 7 3

. 8 0
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Cal-
endar

QUARTERLY DIVIDENDS PAID Bl
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2006

2007

2008

2009

2010

, 1 0 7

. 1 1 5

, 1 2 5

1 3 5

.115

.125

.125

.135

. 1 1 5

. 1 2 5

. 1 3 5

. 1 4 5

.107

.115

.125
,135

. 4 4

. 4 8

. 5 1

. 5 5

Target Price Range

Percent
shares
traded

1 5
1 0

l l l l l l l l l l l l

J

Dividends historically paid in early March,
June, Sept. & Dec. I Div'd. reinvestment plan
available (5% discount)

| (C) In millions, adjusted for stock splits Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Diluted shares. Excl. nor rec. gains
(losses): '99, (ii¢), '00, 2¢, '01, 2¢; '02, 5¢;
03, 4¢. Excl. gain from disc, operations: '96,
2¢. Next earnings report due early February
© 2010, Value Line Publishing, Inc. All r igFhls reserved Factual materia l is obtained lorn sources believed to be rel iable and is provided without warranties of any kind
T HE PUBL ISHER lS NOT  RE PONSIBLE OR ANY  ERRORS OR OM ISSIONS HEREIN. non-commercial, internal use. No pan
of it may be reproduced, resold, stored or lransmided in any printed, electronic or other form, service or product.

This publication is strictly for subscriber's own,
or used for generating or maNreling any printed or electronic publication,
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INDUSTRY TIMELINESS: 79 (of 98)

Composite Statistics: Natural Gas Utility

2005 200s 2007 2008 2009 2010 12-14

36075

13880

38273

1553.3

38528

1562.4

44207

1694.2

45500

1775

47000

1850

Revenues ($milI)

Net Profit  [$mill)

52750

2150

35.0%

3.8%

35.3%

4.0%

33.9%

4.1 %

357%

3.8%

36.0%

3.9%

36.0%

3.9%

Income Tax Rate

Ne! Profit Margin

36.0%

4.1%

51 .3%

48.4%

51 .2%

48.7%

50,4%

49.5%

505%

49.4%

51.0%

4s.o%

51.0%

4s.0%

Long-Tenh Debt Ratio

Common Equity Ratio

52.0%

46.0%

29218

30894

30847

32543

32253

33936

32729

35342

33250

36750

34750

38500

Total Capital (Skin)

Net Plant ($mill)

40000

4s25o

6.5%

9.7%

9.8%

6.6%

10.2%

10.2%

6.5%

9.8%

9.8%

5.B%

1o,5%

10.5%

6.5%

10.0%

10.0%

5.5%

10.5%

10.5%

Return on Total Cap'I

Rel um on Shr. Equity

Return on Com Equity

7.0%

11.0%

11.0%

3.5%

65%

4.0%

61%

3.7%

82%

4.3%

59%

4.0%

60%

4.5%

62%

Retained to Com Eq

All Div'ds to Net Prof

5.0%

55%

17.1

.91

3.5%

15.6

.84

3.9%

16.6

.88

3.7%

13.9

.83

4.2%

Bald fl
Val
est

lures are
3 Line
rares

Avg Ann'I PIE Ratio

Relative PIE Ratio

Avg Ann' l Dlv'd Yield

13.0

.85

4,e%

315% 327% 336% 358% 375% 375% Fixed Charge Coverage 400%

Natural Gas Utility
RELATIVE STRENGTH (Ratio of Industry to Value Line Comp.)

700

600

500

400

300

200

100
2003 20092004 2005 2006 2007 2008

index: June, 1967 = 100

l

r J

December 11, 2009 NATURAL GAS UTILITY 444

The Natural Gas Utility Industry has fallen to
the bottom quartile of our Timeliness spectrum.
These utilities are operating in a tough business
environment due tO low natural gas prices and
customer conservation. Moreover, the economic
recovery has led investors to turn to less conser-
vative investments, which has hurt valuations
across this group. All told, near-term prospects are
widely unattractive. However, many issues in this
sector still offer attractive dividend yields, which
may be of interest to income-oriented investors.

Other Operating Factors

Economic Environment

Many of the utilities have invested in nonregulated
operations in recent years. While this makes up only a
small portion of revenues for this sector, we expect it to
become an increasingly important opportunity in the
years ahead. Nonregulated activities are businesses that
are free from the oversight of the aforementioned regu-
latory bodies. These ventures are generally more risky,
but also offer greater potential for returns. Moreover,
they provide a way for these companies to diversify their
income.

Cost controls are another way these utilities use to
strengthen their results. Given the regulatory oversight,
earnings growth is restricted. Thus, effective cost man-
agement is one of the main methods these companies
utilize to improve their profitability.

Improved investor confidence has caused the stock
market to rally in recent months. As a result, investors
have sought higher returns, which has adversely af-
fected defensive sectors like the Natural Gas Utility
Industry. What's more, this group has been facing a
variety of challenges of late. Most notably, the weakness
in the housing market continues to pressure usage for
natural gas. This, coupled with customer conservation,
has depressed demand across this sector. In response,
many of these utilities have scaled back their capital
spending to adjust to the difficult operating environ-
ment. Moreover, many have increased their marketing
efforts in recent months in an effort to induce demand.
All told, we expect the tough market conditions to
continue to weigh on results in the near term.

Another factor that weighs on this group is unseason-
able weather. Warmer- or colder-than-normal weather
can increase volatility for natural gas prices. To limit
this risk, the management of these businesses some~
times use hedging techniques, namely weather~adjusted
rate mechanisms. Thus, investors looking for utilities
with more stable results will probably want to look for
those that utilize this strategy.

Regulation Energy-efficiency programs are becoming an increas-
ingly important theme, as well. Regulators have encour-
aged these companies to implement such programs to
decrease energy consumption. Government-backed in-
centives allow these businesses to adopt these programs
without sacrificing profitability

The regulatory environment in this sector remains
crucial to this group's profitability over the long haul.
These companies are regulated by state commissions
that determine the return on equity these businesses
can attain. For the most part, these utilities tend to post
flat bottom-line results, year to year. Rate cases genet»
ally occur when operational costs pressure profitability.
The outcome of these cases can have a meaningful
impact on stock valuations because they have a heavy
bearing on profitability. Thus, regulators try to strike a
balance between shareholder and customer interests
when rendering decisions. All told, interested investors
should keep a close eye on pending rate cases when
reading the following pages.

Conclusion

The Natural Gas Utility Industry is not ranked favor-
ably for year-ahead price performance. Investors inter-
ested in stock appreciation over the coming six to 12
months would probably do better to look elsewhere.
However, income-oriented accounts may want to take a
look at some of the stocks in the following pages. Indeed,
numerous equities in this group offer rather attractive
dividend yields.

Richard Gallagher
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lated subsidiaries: Georgia Natural Gas markets natural gas at
retail. Sad Utilipro, 3101. Acquired Compass Energy Services,
10/07. Franklin Resources owns 7.7% of common stock, off./dir.
less than 1.0% (8109 Proxy). Pres, & CEO; John w. Somerhalder IL
Inc.: GA. Addr.: Ten Peachtree Place N.E., Atlanta, GA 30309. Tel-
ephone: 40+sa4-4000. Internet: www.aglresoulces.com.

BUSINESS: AGL Resources Inc. is a public utility hading ocmpa-
ny, Its distribution subsidiaries include Atlanta Gas Light, Chat-
tanooga Gas. Elizabethtown Gas and Virginia Natural Gas. The util-
ities have more than 2.2 million wstomers in Georgia, Virginia.
Tennessee, New Jersey, Florida, and Maryland. Engaged in non~
regulated natural gas marketing and other allied services. Deregu

s demand when the economy recovers.
Ase are ranked

with
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er operating expenses and the need for
greater capital expenditures as reasons for
the request.  I t  has also proposed an
energy-efficiency program, based on a
proven rate design model  known as
decoupling. This would help customers
save money, promoting conservation and
energy efficiency.
The company has completed its Mag-
nol ia Pipel ine Project .  This pipel ine
connects AGL's Georgia service territory to
liquefied natural gas (LNG) imports arriv-
ing at  the Elba Island term inal  near
Savannah. The project should position
AGL to meet future increases in natural
a

shares to lag the
broader market for the coming six to
12 months. However, the stock may inter-
est patient, income oriented investors.
This issue offers worthwhile risk-adjusted
total return potential,  considering i ts
healthy dividend yield. Growth in the pay-
out is likely to rise in con'unction
earnings, too. Moreover, AGa earns supe-
rior scores for Safety, Price Stability, and
Earnings Predictability.
Michael Napoli, CPA

AGL Resources reported lower reve-
nues and share earnings for the third
quarter.  The natural  gas distr ibut ion
business experienced higher pension,
depreciation, and payroll and benefits
costs. This was partially offset by higher
fees charged to marketers and rearerpipeline replacement revenues at atlanta

Gas Light. Meanwhile, the company's
retail energy and wholesale services
businesses posted modest operating losses
for the period. Elsewhere, energy invest-
ments contributed operating earnings of
$3 million, flat with the prior year period.
An increase in revenue at AG Networks
was offset by higher outside services ex-
penses at Je person Island Storage & Hub
and an increase in depreciation at Golden
Triangle Storage. Looking forward, we an-
ticipate an un adorable comparison for the
fourth quarter, as well. Even so, the bot-
tom line may well inch higher for full-year
2009, thanks to strong results in the first
quarter.
C h a t t a n o o g a  G a s  C o m p a n y  h a s  f i l e d  a
r a t e  c a s e  w i t h  t h e  T e n n e s s e e  R e g u -

The company is seek-
citing high-

l a t o r y  A u t h o r i  .
i n  a n  in c r e a se  c l f Y$ 2 . 6  m i l l i o n ,

l
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h Earnings Predictability

B++
100(A) Fiscal year ends December 31st. Ended

September 30th prior to 2002.
(B) Diluted earnings per share. Excl. nonrecur- historically paid early March, June, Sept., and
ring gains (losses): '95, ($0.83) '99, $0.39, '00, Dec, l
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At nos Emu# histo altliates back to
1906 in the exes Pan die. Over the
years, through various mergers, it became
part at Pioneer Corporation, and, in 1981,
Pioneer named its gas distribution division
Energas. In 1983, Pioneer organized
Energas as a separate subsidiary and ds-
tributed the outstanding shares d Energas
to Pioneer shareholders. Energas changed
its nametoAlmos in 1988. Atmosaequired
Trans Louisiana Gas in 1986, Wester Ken-
tudty Gas Utility in 1981, Greeley Gas in
1993, United Cities Gas in 1997, and others.

cAvrrAL STRUCTURE ll a enolns
Tall mm s21ss.5 Iii. Due he Yr $1aa0.0 mi.
LT DCM $216e.4 nil. LT lnnnsz $115.0 mil.
(LT i1l1l!51 esnent 2.9x; Md intarssl
euvuuge: 2.8x)
Lnsn. Uncapltallud Annual lunars $18.4 mal.
m suck None
Puulon Assets-Bllll $341.4 mil.

Ohllg. $337.6 mal.
Common Stlick92,272,478 she.
is of 1ra1/as
MARKET CAP: $2-5 billion (lad CIP)

2W0 0180N0

125.7
670.3
796.0

422.2
644.3

2007

80.7 46.7
100a.2 12aa.4
1068.9 1285.1

355.3 395.4
154.4 351 .3
410.0 460.4
919.7 1201.1
405% 450% 446%

CURRENT POSITION

.(:~LL»Ca ASSBIS
Other
Curium Assets
Aras Payable
man Due
Other
Cunt rt Llab.
Fix. Chg. Cov.

pm Esfd '0s-'oe
s y n 00 '12-'14
14.5% 1.0%

5.5% 2.5%
5.0% 4.0%
1.5% 1.5%
7.5% 4.0%

ANNUAL nATss
d doge (per sh)
Revenues
Eras Flow"

emlns5
Dividends
ask Value

Past
10 Yr

9.5%
3.5%
2.5%
2.5%
6.5%

Fiscal
Y - I

Ends

GlllUERLYREUEIllES($llil.)*
m u 1431 Jun.30 S0930

run
Final
You

m s
2aa1
zone
zoos
2010

z2aa.a 2083.8 003.2 971.6
16025 2075.6 121a.2 1002.0
1657.5 24a4.0 1639.1 14407
1716.3 1a21.4 1a0.0 650.6
1465 2485 1:us 1155

6152.4
5888.4
7221 .3
4959.1
shoo

y e "
oar

Ends
HMMGSERQMEAII

nu-.31 l1u.31 Jun.30 S0430
Fall

Fiscal
Your

m e
2001
2001
m s
2010

d.22
d.15
d.07
.02

¢ u

1.10
1.20
1.24
1.29
1.35

.88

.97

.82
8 3
.90

.25
d.05
.02

d.17
¢ o1

2.00
1.04
2.00
1 .91
2.20

cau-
lndar

I»~

|
GUIRIBILYMIIIIEII l>ll3¢¢

uar.s1 Jun.30 .an De¢:.31
FUI
Ynr

zoos
zoos
2oo1
goos
2009

.315

.32

.325

.33

.335

.31

.315

.sz
.325
.33

.31

.315

.32

.325

.33

.31

.315

.32

.325

.33

125
1.21
1.29
1.31

Mr
nor

M r
112%

2.1%
n o .

1.9%

m

w s
70%

1.7%

m

2.3%

73%

3.6%
63*

3.0%

65%

3.1%

65%

z s
w s

3.5%

51%

Rltalndto¢om£q
AllDIv'd$1»n\!Fluf

4.0%

56%

: Texas Ad-

cammeudal; 7% hdusln'=l: and 5% emu. zoom depredation vale
3.5%. Has aluund 4.560 employees. Ollleels and diuedars wm ap-
pmldlnsldy 1.9% d acumen smodc (12Jll8 Primary). Chsiman and
MM Executive Oflloer. RnheN w. Bed. Ineoupauated .
dress: P.O. Box 650205. DallaS. Texas 75265. Telephone: 972-
9:44-9221. Inlemot: .sunosanelgy.cnn1L-

BUSINESS:MinasEl leI§yC0l \\0IIIiol \ isdlglgedpl int iyi l  m
distl ihutlonandsalednamlalgaslo3.2miianaastamrsviaslx
angulated nalulal gas uliity Opel:liol\s: Lauidans Divisive. West
T¢M8$ Mid-Tex 1598951999 Calafino-
Kansas 0i\¢HI° I\. Ana KllniudyIMd-Stiles Cumhilled
2008 volumes: 293 MIM. Breakdown: 56%. residential: 32%.

S t e a d y ,

p e g !  o u t  t o  2 0 1 2 - 2 0 1 4
e

h a v e  a l s o  b e e n  f i l e d  i n  G e o r g i a  ( $ 3 . 8  m i l -
l i o n )  a n d  V i r g i n i a  ( $ 1 . 7  m i l l i o n ) .  O u r  p r e s -
e n t a t i o n  w i l l  i n c l u d e  t h o s e  a m o u n t s  u p o n
a p p r o v a l .

t h o u g h  u n s p e c t a c u l a r ,  e a m -
i n g s  g r o w t h  s e e m s  l  k f o r  t h e  c o m -

. e  u t i l i t y  i s  o n e
o f c o u n t r y ' s  b l u e s t  n a t u r a l  g a s - o n l y
d i s t r i b u t o r s ,  c u r r e n t  y  s e w i n g  m o r e  t h a n
t h r e e  m i l l i o n  c u s t o m e r s  a c r o s s  1 2  s t a t e s .
W h a t  i s  m o r e ,  t h e  u n r e g u l a t e d  s e g m e n t s ,
e s p e c i a l l y  p i p e l i n e s ,  p o s s e s s  h e a l t h y  o v e r -
a l l  p r o s p e c t s .  T h e s e  f a c t o r s  o u g h t  t o  e n -
a b l e  a n n u a l  s h a r e - n e t  g a i n s  t o  b e  i n  t h e
m i d - s i n g l e - d i  i t  r a n g e  o v e r  t h e  3 -  t o  5 - y e a r
h o r i z o n .  I t  3 ' \ o u l d  b e  n o t e d  t h a t  f u t u r e
b u s i n e s s  c o m b i n a t i o n s  c o u l d  r e n d e r  o u r
g f -0 i  ¢ € t 1 0 n s  c o n s e rv a t i v e .

h  s  g o o d - q u a l i t y  s t o c k  o f f e r s  a  g e n e r -
o u s  a m o u n t  o f  c u r r e n t  d i v i d e n d  i n -
c o m e .  F u r t h e r  i n c r e a s e s  i n  t h e  p a y o u t ,
t h o u g h  m o d e r a t e .  s e e m  l i k e l y .  E a r n i n g s
c o v e r a g e  s h o u l d  r e m a i n  a d e q u a t e .
T o t a l  r e t u r n  p o s s i b i l i t i e s  a r e  d e c e n t ,
o n  a  r i s k - a d j u s t e d  b a s i s .  M e a n w h i l e ,
t h e s e  s h a r e s  a r e  r a n k e d  3  ( A v e r a g e )  f o r
T i m e l l n e s s .
F r e d e r i c k  L .  H a r r i s ,  I I I  D e c e m b e r  1 1 , 2 0 0 9

A t  n o s E n e r g y s h o u l d g e n e r a t e
h e a l t h y  r e s u l t s  i n  f i s c a l  2 0 1 0 ,  w h i c h  b e -
g a n  o n  O c t o b e r  l e t .  T h e  n a t u r a l  g a s  u t i l i t y
s t a n d s  t o  b e n e f i t  f r o m  a  r i s e  i n  t h r o u g h -
p u t .  r e f l e c t i n g  a  p i c k u p  i n  c o n s u m p t i o n
r a m  r e s i d e n t i a l ,  c o m m e r c i a l .  a n d  i n d u s t r i -

a l  c u s t o m e r s  ( a s s u m i n g  a  b e t t e r  e c o n o m i c
e n v i r o n m e n t ) .  W e a t h e r - n o r m a l i z e d  r a t e s
a c r o s s  m u c h  o f  t h e  s e r v i c e  t e r r 1 t o \ y  a r e  a
b i g  p l u s .  M e a n w h i l e .  m a r g i n s o r  t h e
p i p e l i n e  a n d  s t o r a g e  s e g m e n t  m a y  b e

s t e e l  b y  g a i n s  f r o m  t h e  s e t t l e m e n t  o f  f l -
n a n c i a l  p o s i t i o n s  a s s o c i a t e d  w i t h  s t o r a g e
a n d  t e a  i n a c t i v i t i e s .  F i n a l l y ,  t h e  r e g u -
l a t e d  t r a n s m i s s i o n  a n d  s t o r a g e  o p e r a t i o n
s h o u l d  e n j o y  h i g h e r  t r a n s p o r t a t i o n  f e e s  o n
t h r o u g h - s y s t e m  d e l i v e r i e s ,  i f  m a r k e t  c o n d i -
t i o n s  a r e  g e n e r a l l y  f a v o r a b l e .
W e  b e l i e v e  t h a t  c o n s o l i d a t e d  s h a r e
n e t  w i l l  i n c r e a s e  m o r e  t h a n  1 0 % ,  t o
$ 2 . 2 0 ,  t h i s  f i s c a l  y e a r .  A s s u m i n g  a d d l -
t i o n a l  e x p a n s i o n  i n  o p e r a t i n g  m a r g i n s .  t h e
b o t t o m  l i n e  m a y  r e a c  $ 2 . 3 0  a  s h a r e  i n  f i s -
c a l  2 0 1 1 .
T h e r e  a r e  s e v e r a l  r a t e  c a s e s  p e n d i n g .
O n e  o f  t h e m  i s  i n  K e n t u c k y ,  w h e r e  t h e
c o m p a n y  i s  s e e k i n g  a n  i n c r e a s e  i n  a n n u a l
o p e r a t i n g  i n c o m e  o  $ 9 . 5  m i l l i o n .  R e q u e s t s

l - l l l  I I  I I I l l

26.3
14.3

Target Price Range
2012 2014

I

80

B0
50
40

30
25
20

15

10

_7.5

iii

(E) Qtrs may not add due to change in shes I Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

100(A) Fiscal year ends Sept. 30th. (B) Diluted topically paid in early March, June, Sept., and
shes. Excl. nor rec. items: '99, d23¢, '00, 12¢, Dec. l Div. reinvestment plan. Direct stock pur- outstanding.
'03, d17¢, '06, d1B¢, '07, d2¢, Q2 '09, 12¢. chase plan avail.
Next egg. rpt. due early Feb. (C) Dividends his- (D) ln millions.
Q 2009, Value Line Publishing , Inc, All ii Hts resewed. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE§PONSlBLEOR ANY ERRORS OR OMISSIONS HEREIN. ,
cl it may be reproduced. resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.

This publication is strictly For subscriber's own, non-commercial, internal use. No part
air



NYSE-LGLACLEDFGROUP 31.83RECENT
PRICE 13.3('m'::::"s;1333)

PIE
RATIO $849480.80 5 . 0 %
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25.5
21 .3

25.0
19.0

30.0
21.8

32.5
26.0

34.3
26.9

37.5
29.1

36.0
28.8

55.8
31.9

48.3
29.3

High :
Low:

27.9
22.4

27.0
20.04TIMEUNESS Lowered1012109

SAFETY 2 Raised GI20I03

TECHNICAL 2 Raised 11l13l09
BETA .60 l100=M3[ke\)
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Law

Price
55
40

Ann'I Total
Return
18%
10%

2012-14 PROJECTIONS

Gain
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+25%

Insider Decisions
J F M A M J J A S
0 0 0 0 2 1 0 0 0
0 0 0 0 0 0 0 0 0
0 0 0 0 1 0 0 0 0

to Buy
Options
toSell
Institutional Decisions

moon 102009 292009
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2001 2002 2003 2005 2006

53.08

3.00

1.61

1.34

39.84

2.56

1.1s

1.34

54.95

3.15

1.82

1.34

75.43

2.98

1.90

1.37

93.51

a.a1

2.37

1.40

2.51

15.26

2.so

15.07

2.67

15.65

2.84

17.31

2.97

18.85

18.88 18.96 19.11 21.11 21.36

14.5

.74

5.7%

20.0

1.09

5.7%

13.6

.78

5.4%

16.2

.86

4.4%

1a.s

.73

4.3%

1002.1

30.5

755.2

22.4

1050.3

34.6

1597.0

40.1

1991.6

50.5

32.7%

3.0%

35.4%

3.0%

35.0%

3.3%

34.1°/l

2.5%

32.5%

2.5%

49.5%

50.2%

47.5%

52.3%

50.4%

49.4%

45.1%

518%

49.5%

50.4%

574.1

602.5

546.6

594.4

605.0

621.2

101.9

679.5

798.9

763.8

6.9%

10.5%

10.5%

6.0%

7.s%

7.8%

1.4%

11.5%

11.5%

1.6%

10.9%

10.9%

8.4%

12.5%

12.5%

I
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Ill IllllH
2008
100.44

4.22

2.64

1.49

2.57

22.12

21.99

14.3

.as

3.9%

2209.0

57.6

31.3%

2.6%

44.4°/¢

55.5%

876.1

B23.2

8.1%

11.a%

11.8%

I I I

2010 VALUEUNE PUB., INC2009
14.25

450

2.92

1.5a

2.55
2155
1150
1a.4

.Sn

3.9%

1895.2

64.2

33.5%

3.4%

42.5%

57.5%

925

ass

8.0%

12.0%

12.0%

2007
93.40

3.a1

2.31

1.45

2.72

19.79

21.65

14.2

.̀ l5

4.4%

2021.6

49.8

33.4%

25%

45.3%

54.8%

184.5

1sa.a

8.5%

11.6%

11.6%

2004
59.59

2.79

1.82

1.35

2.45

16.96

20.98

15.7

.as

4.7%

1250.3

36.1

34.a%

2.9%

51.6%

48.3%

737.4

646.9

6.6%

10.1%

10.1%

2000
29.99

2.sa

1.37

1.34

2.11

14.99

1s.ae

14.9

.91

6.6%

566.1

26.0

as.2%

4.6%

452%

54.5%

519.2

575.4

6.7%

9.1%

9.1%

1993 1994 1995 1996 1991 1998 1999
32.33

2.81

1.61

1.22

33.43

2.65

1.42

1.22

24.19

2.55

1.21

1.24

31.03

3.29

1.57

126

34.33

3.32

1.B4

1.30

31.04

3.02

1.58

1.32

26.04

2.ss

1.47

1.34

2.62

12.19

2.50

12.44

2.63

1a.0s

2.35

13.72

2.44

14.26

2.68

14.51

2.58

14.96

15.59 15.67 17.42 17.55 17.56 17.63 18.88

13.5

.to

5.6%

16.4

1.08

5.3%

15.5.

1.04

6.3%

11.9

.15

5.6%

12.5

.12

5.6%

15.5

.81

5.4%

15.8

.90

5.a%

16.95

4.15

2.60

1.57

Revenues per sh

"Cash Flow" w sh

Eamings w sh A '

Div'ds Decl'd per sh Cl

107.10

s.4o

3.00

1.70

zoo

23.55

Clp'l Spending per sh

Book Value per sh °

130

21.05

23.00 Common Shs0utst'g E 26.00

Avg Ann'l PIE Ratio

Rdlklvn PE Rubio

Avg Ann'l Div'd Yleld

16.0

1.05

3.6%

zaa0

60.0

Revenues ($mill) A

Net Profit ($mIII)

2aoo

so.o

31.5%

3.0%

Inca ro Tax RM

Net Profit llargln

35.0%

2.8%

45.0%

55.0%

Long-Term Debt Ratio

Common Equity Ratio

47.0%

53.0%

sos
915

n o CapitalIs mun
Neo Plant (small)

1375

1250

7.5%

11.0%

11.0%

Nztum on Total Cap'l

Return on Shr. Equity

Recur on Com Equity

7.0%

11.0%

11.0%

CAPITAL STRUCTURE as M6130109
Total Dahl $522.2 mill. Due in 5 Yrs $90.0mill.
LT Debt $389.2 mill. LT Interest $25.0 mill.
(Total interest coverage: :a.0x)

Leases, Uncapiullzad Annual rentals5.9 mill.
Pension Assets-Bllll $248.3 mill.

of ng.$308.7 mill.
PM Stock None
Common Stock22,167,303 she.
as M7131109

MARKET CAP: $100 mllllon (Small Cap)

zoos 68011192007

89.1
283.6
a72.1

52.1
414.6
467.3

14.9
547.0
561.9

CURRENT POSITION
(s ou)

Cash Assets
Other
Current Assets

106.8
251.6
115.3
473.7
282%

159.6
216.1
10a.s
419.2
377%

79.3
133.0

87.8
a00.1
370%

mats Payable
Debt Due
Other
Current lab.
Fix. Chg. Cov.

Past
10 Yrs.

11.5%
2.0%
3.5%
1.0%
3.5%

Past
Yrs.

14.0%
6.5%
9.5%
1.5%
5.5%

Est'd '05-'08
to '12-'14

2.0%
5.5%
3.5%
2.5%
5.5%

ANNUAL RATES
M d1al\go (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Flseal
Year
Ends

0uAmEnLv REVENUES IS maII.y*

Dec.31 Mar.31 Jun.30 Sep.30

Full
Flscnl
Year

200s
2007
2ooa
zoos
z010

330.6
451.9
505.5
309.9
495

269.0
323.3
451.8
251.9
455

708.8
700.8
141.1
ss9.1
545

589.2
539.6
504.0
674.3
505

1997.5
2021.6
2209.0
1895.2
2000

Fiscal
You
Ends

unnluss PERSHIRE A | r
Dec.31 Man31 Jun.30 Sep.30

Full
Fnsw
Your

2o0s
2001
2ooa
2009
2010

d.04
.03

d.14
(1.22
d.o2

.13

.43

.41

.31

.so

1.23

.89

.go

1.42

1.03

1.05
.97

1.39
1.40
1.21

2.37
2.31
2.64
2.92
2.60

Cal-
endar

QUARTERLY DMDENDS PAID cl
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

goos

zoos

2001

zone

2009

.345
.355
.365
.375
.385

.345

.355

.ass

.375

.385

.34

.345

.ass

.375
was

.345

.355

.365

.375

.385

1.38
1.41
1.46
1.50

1.0%
89%

.2%

98%

1.8%

83%

NMF

113%

3.1%

74%

2.7%

73°/a

3.1%

72%

5.1%

59%

4.3%

63%

5.2%

56%

5.5%

54%

4.5%

60%

Ruined to Com Et
All we w no Pro

5.0%

55%

62%: commercial and industrial, 24%, transportation, 1'/u' other,
13%. Has around 1,807 employees. Ollicers and directors own ap-
proximately 7.2% d common shares (1109 proxy). Chairman, Chief
Exeartive Of hoer, and Praidentz Douglas H. Yaeger. Incorporated:
Missouri. Address: 720 Olive Street, st. Louis, Missouri 63101. Tel-
ephone: 314-342-0500. Internet: .theladedegroup.com.

BUSINESS: Ladede Group, ire, is a holding company for Ladede
Gas, which distributes natural gas in easter Missouri, inducing the
city of SL Louis, St. Louis County, and pans of 10 other counties.
Has roughly 630,000 customers. Purchased SM&P Utility Re-
sources, 1102, divested, we. Therms add and transported in fiscal
2008: 1.0a mill. Revenue mix for regulated operations: residential,

phase .
here

g r o w t h  o p p o r t u n i t i e s ,  b u t  h a s  c o n t r i b u t e d
o n l y  a  s m a l l  p o r t i o n  t o  t o t a l  p r o f i t s  o n  a
h i s t o r i c a l  b a s i s .  A  m a j o r  a c q u i s i t i o n  c o u l d
h e l p  t o  o f f s e t  t h i s ,  b u t  i t  a p p e a r s  t h a t  s u c h
a  m o v e  w i l l  n o t  o c c u r  a n i n i m e  s o o n .  A l l
t h i n g s  c o n s i d e r e d ,  a n n a e a m i n g s - p e r -
s h a r e  a d v a n c e s  c o u l d  b e  o n l y  i n  t h e  m i d
s i n g l e - d i g i t  r a n g e  o v e r  t h e  3 -  t o  5 - y e a r  h o -
r i z o n .
T h e  d i v i d e n d  y i e l d  c o m p a r e s  f a v o r -
a b l y  t o  t h o s e  o f  o t h e r  e q u i t i e s  i n  o u r
N a t u r a l  G a s  U t i l i t y  u n i v e r s e .  N o t e ,
a lso ,  tha t  the  payout  i s  we l l  covered by
Laclede's earnings.  We expect that  rela-
tionship to continue.
B u t  o u r  p r o j e c t i o n s  i n d i c a t e  t h a t  a d -
d l t i o n a d  i n c r e a s e s  i n  t h e  d i s t r i b u t i o n
w i l l  b e  m o d e r a t e .  T h a t  i s  l a r g e l y  b e -
cause of the util ity's unspectacular expan-
sion prospects.
T o t a l  r e t u r n  p o t e n t i a l  o u t  t o  2 0 1 2 -
2 0 1 4  i s  l i m i t e d .  b a s e d  p a r t l y  o n  t h e
s t o c k ' s  u n s p e c t a c u l a r  c a p i t a l  a p p r e c i a t i o n
p o s s i b i l i t i e s .  M e a n w h i l e ,  L a c l e d e  s h a r e s
a r e  a  B e l o w  A v e r a g e  ( 4 )  s e l e c t i o n  f o r
T i m e l i n e s s .  E v e n  s o ,  t h e  s t o c k  i s  m a i n l y
s u i t a b l e  f o r  i n c o m e .
F r e d e r i c k  L .  H a r r i s ,  I I I  D e c e m b e r  I I ,  2 0 0 9

W e  a n t i c i p a t e  l o w e r  e a r n i n g s  p e r
s h a r e  f o r  L a c l e d e  G r o u p  i n  f i s c a l  2 0 1 0
( w h i c h  b e g a n  o n  O c t o b e r  l e t ) ,  a r i s i n g  p a r t -
l y  f r o m  t  e  d i f f i c u l t  y e a r - o v e r - y e a r  c o m -
p a r i s o n .  T h e  n o n - r e g u l a t e d  g a s  m a r k e t i n g
u n i t ,  L a c l e d e  E n e r g y  R e s o u r c e s ,  m a y  s u r
f e r  f r o m  a  r e d u c t i o n  i n  m a r g i n s ,  s i n c e  i t
a p p e a r s  t h a t  t h e  b e n e f i t  o f  a  s u b s t a n t i a l
d r o p  i n  n a t u r a l  g a s  p r i c e s  w o n ' t  b e
r e p e a t e d  f o r  a  w h i l e .  W h a t ' s  m o r e ,  e s c a l a t -
i n g  o p e r a t i o n a l  e x p e n s e s  c o u l d  w e i g h  d o w n
r e s u l t s  a t  L a c l e d e  G a s ,  t h e  u t i l i t y  A s  a l -
w a y s ,  t h e r e  i s  n o  g u a r a n t e e  t h a t  t h e
w e a t h e r  w i l l  c o o p e r a t e .  A t  t h i s  j u n c t u r e .
c o n s o l i d a t e d  s h a r e  n e t  s t a n d s  t o  d e c l i n e
m o r e  t h a n  1 0 % ,  t o  $ 2 . 6 0 ,  i n  f i s c a l  2 0 1 0 .
B u t  a s s u m i n g  s o m e  l m  m o v e m e n t  i n  t h e
b u s i n e s s  c l i m a t e ,  t h e  b o t t o m  l i n e  m a y
s t a g e  a  p a r t i a l  r e c o v e r y ,  p e r h a p s  t o  $ 2 . 7 0
a  s h a r e ,  t h e  f o l l o w i n g  y e a r .
P r o s p e c t s  o u t  t o  2 0 1 2 - 2 0 1 4  l o o k  u n -
e x c i t i n g .  E x p a n s i o n  o f  t h e  c u s t o m e r  b a s e
h a s  b e e n  m o d e r a t e  f o r  s o m e  t i m e ,  l a r g e l y
b e c a u s e  t h e  s e r v i c e  t e r r i t o r y  ( l o c a t e d  i n
e a s t e r n  M i s s o u r i )  i s  i n  a  m a t u r e
T h a t  b e i n g  t h e  c a s e ,  i n t e r n a l  g r o w t h
w i l l  p r o b a b l y  r e m a i n  q u i t e  a  c h a l l e n g e .
L a c l e d e  E n e r g y  R e s o u r c e s  o f f e r s  p r o m i s i n g
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Target Price Range
2012 2014

128

96
80
64

48
40
32

24
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-
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491.6

26.9

35,5%

5.5%

41.8%

57.8%

488.6

519.4

7.1%

9.5%

9.5%

Company's Financial Strength
Stock's Price stability
Price Growth Persistence
Earnings Predictability

100(A) Fiscal year ends Sept. 30th. actions: '08, 94¢. Next earnings report due late
(B) Based on average shares outstanding thru. Jan.
'97, then diluted. Excludes nonrecurring loss: January, April, July, and October.
'06, 7¢. Excludes gain from discontinued oper- reinvestment plan available. (D) Incl. deferred
Ra 2009, Value Line PubNshin , Inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE8PONSlBLE FOR ANY ERRORS OR OMISSIONS HEREIN. non-commercial, internal use. No pan

service nr product.

charges. In '08: $340.4 mill., $15.48lsh.
(C) Dividends historically paid in early (E) In millions.

l Dividend (F) Qtly. egg. may not sum due to rounding or |
change in shares outstanding.

l̀'hisJ:ublica!ion is suiclly for subs:riber's own,
of it may be reproduced, resold, sired of transmitted in any primed, electronic Ur other farm, or use for generating or marketing any primed or electronic publication.

m
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PRICE

PIE
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LINE

21.7
16.6

22.4
16.2

26.4
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29.7
24,3

32.9
27.1

35.4
27.7
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30.3

41.1
24.6

42.4
30.0

High:
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17.g
14.0
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Ann'l Total
Return
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3 %

2012-14 PROJECTIONS

Gain
(+25%
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Insider Decisions
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0 0 0 0 1 0 0 0 0
0 0 1 0 0 0 0 3 0
0 1 0 0 0 0 0 4 0
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Options
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Institutional Decisions
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2010 o vALue UNE PUB. INC 12-14

75.60
150
zoo
1.36

Revenues per sh A
"Cash Flwl" per sh
Eamings per sh '
Div'ds Ded'd per sh Cl

71.90
3.75
2.85
1.52

1.75

18.40

Clp'I Spending per sh

Book Value per sh o

1.80

25.10

41W Common Shs 0utst 'g E 45.00

Avg Ann'I PIE Ratio

Relative PE Ratio

Avg Ann'I Div'd Y ldd

14.0

.95

3.5%

1250

110

Rwunues ($m111) A

Net Profit ($milI)

3550

125

39.0%

1 6 %

Income Tax Rate

Nd Profs margin

40.0%

3.6%

4o.os¢

60.0%

Long-Term Debt Ratio

Common Equity Ratio

33.5%

65.5%

1315
was

Total Capital (sun
nu Plant ($min)

1705

1150

9.5%

14.0%

14.0%

Recur on Total Cap'I

Rlium on Shun Equity

Return on Com Equity

l . 5 %

11.5%

11.5%

200a
90.74

3.62

2.10

1.11

1.12

17.28

42.06

12.3

.11

3.3%

3816.2

113.9

37.a%

3.0%

38.5%

61.5%

11a2.1

1017.3

10.7%

15.7%

15.7%

2009
61.55

3.16

2.40

1.24

1.78

16.38

42.12

14.9

.83

3.5%

2592.5

101.9

39.0%

3.9%

39.8%

60.2%

11452

1064.4

9.9%

14.8%

14.8%

2007
72.62

2.44

1.55

1.01

1.46

15.50

41.61

21.6

1.15

3.0%

3021.8

65.3

38.8%

2.2%

37.3%

62.7%

1028.0

970.9

7.7%

10.1%

10.1%

2005
76.19

2.s2

1.11

.91

1.28

10.60

41.32

16.8

.89

3.1%

3148.3

14.4

39.1%

2.4%

47.0%

58.0%

755.3

905.1

11.2%

17.0%

17.0%

2006
79.63

2.73

1.87

.96

1.28

15.00

41.44

16.1

.87

3.2%

3299.6

78.5

38.9%

2.4%

34.8%

65.2%

954.0

934.9

9.6%

12.6%

12.6%

1993 1994 1995 1996 1997 1998 1999 .2000 2001 2002 2003
12.02

1.42

.76

.68

12.a1

1.54

.84

.so

11.36

1.42

.ah

.68

13.48

1.4a

.92

.69

17.31

1.63

.99

.71

17.73

1.14

1.04

.TO

22.65

1.85

1.11

.15

29.42

1_gg

1.20

.76

51.22

2.12

1.30

.CB

44.11

2.14

1.39

.80

62.29

2.38

1.59

.83

1.54

6.54

1 .40

6.43

1.18

6.47

1.19

6.73

1.15

6.92

1.07

7.26

1.21

7.57

1.23

8.29

1.10

s.ao

1.02

5.71

1.14

10.26

s7.a4 38.93 40.03 40.69 40.23 40.07 39.92 39.59 40.00 41.50 40.a5

15.1

.89

5.8%

13.0

.85

6.2%

11.8

.79

6.7%

13.6

.as

5.6%

13.5

.78

5.3%

15.3

.80

4.6%

15.2

.8`l

4.5%

14.1

.96

4.4%

14.2

.13

4.2%

14.1

. t o

3.9%

14.0

.80

3.7%

2004
e0.a9

2.50

1.10

.87

1.45

11.25

41.61

15.3

.81

3.3%

2533.6

11.6

39.1%

2.8%

40.3°/u

59.7%

783.8

aa0.4

10.1%

15.3%

15.3%

904.3
44.9

1164.5

41.9

2048.4

52.3

1830.5

56.8

2544.4

85.4

36.2%
5.0%

37.8%

4.1%

3a.0%

2.6%

38.7%

3.1%

39.4%

2.6%

48.7%

51.2%

47.0%

52.9%

50.1%

49.9%

50.6%

49.4%

38.1%

61.9%

590.4

705.4

620.1

730.6

706.2

743.9

732.4

756.4

6768

852.6

9.0%

14.8%

14.8%

9.0%

14.6%

14.6%

8.5%

14.a° A

14.9%

8.7%

15.7%

15.7%

10.7%

15.6%

15.6%

CAPITAL STRUCTURE ll d sraoms
Total Debt $605.4 mill. Due In 5 Yrs$151.7 mill.
LT Debt $455.5 mill. LT Interest $15.a mill.
Ind. $9.9 mill. wpilalWed leases.
(LT interest earned: 4.8x, local interest coverage:
4.8x)
Pension Assets-9/08 $100.6 mill.

Obllg. $133.8 mill.
Pfd Stock None

Common Stock41,585,243 she.
as M11/24/09
IIARKET CAP: s1.s hilllnn (Mid Cap)

2007 200: 91gglqg

36.2
648.0
684.2

5.1
794.8
799.9

CURRENT POSITION
(lIILL)

Cos Assets
Other
Current Assets

42.6
1067.1
1109.7

61.7
238.3
594.0
894.0
450%

44.4
149.9
361.9
556.2
450%

ACCIS Payable
Debt Due
Other
Current Limb.

He.  Chg.  Cov .

64.4
2so.a
378.1
703.3
461%

ANNUAL RATES
on!dlanga (per sh]
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

P131 E$t'd '06-'00
Yrs. Io '12-'14
9.0% -.5%
6.0% 4.0%
7.5% 5. 5%
5.0% 7.0%

11 .5% 8.0%

Past
10 Yrs.

17.5%
6.0%
7.5%
4.0%
8.5%

Flscal
You
Ends

QUARTERLY REVENUES (S mill.) A

Dec.31  Mar.31 Jun.30 Sop.30

Full
Fiscal
Year

2o0s
2007
goos
20os
2010

1154 1064
737.4 1029
811.1 1178
801.3 937.5

535.5
593.2
827.1
412.6
700845 915

536.1
ss2.2

1000
441.1
720

3299.6
3021.8
3816.2
2592.5
3250

Flscal
Year
Ends

unumss PER was A I
Dec.31 Mar.31 Jun.30 Sep.30

Fall
Flscal
Y ur

200s
2001
20oa
2009
2010

.a2

.70

1.31

.77

1.43
.19

1.85
1.11
1.15

d.29
.us

d.39
d.12
d.05

(1.09
.60

d.10
.03
.05.as

1.87
1.55'
2.70
2.40
2.50

Cal-
cndar

QUARTERLY DMDENDS PAID c Eu
Mar.31 Jun.30 $e0.30 Dec.31

Full
Year

zoos

2o01

2008

2009

2010

.24

.253

.2a

.31

.24

.253

.za

.al

.24

.253

.28

.31

.24

.253

.267

.31

. m

.96

1.01

1.11

5.0%
67%

5.4%

63%

6.1%

59%

6.9%

56%

7.7%

51%

78*
49%

8.5%

50%

6.3%

50%

3.6%

54%

9.5%

40%

7.2%

51%

5.5%

52%

Rliainud to Com Et
All Div/ds w n u P M

55%
54%

isand electric utility, 35% oil-system and pacify release). N.J. Nadu
rel Energy subsidiary provides unregulated retaillvMdesale natural
gas and related energy secs. 200a de. rate: 2.9%. Has 854 employ.
Ofl.ldir. own about 1.7% of common (12/09 Proxy). Chrmn. cho,
& Pres. : Laurence M. Downes. Ina: NJ Addr.: 1415 Wyckdf Road,
Wall, NJ 01119. Tel.: 732 938-1480. Web: .njresources.oom.

BUSINESS: New Jersey Resources Corp. is | holding company
providing reteillvMdesale energy secs. to wstomers in New Jersey,
and in states from the Gulf Coast to New England, and Canada.
New Jersey Natural Gas had about 4a4.000 wstomers at 9130108
in Monmouth and Ocean Counties, and Other n.J. Counties. Fiscal
200a volume: 99.6 Han. cu. LL (59% rum. 6% intenuptible industrial

let. NJR's dividend yield is
cover,

plc
low.

spring.
for

W e  t r i m m e d
t ima te  by  a  d ime ,

ave1la§e5 in the coming s ix to
( t ime nes s :  4 ) . Also. New

net. Meantime, NJR's debt levels appear
in check, and easily serviceable. Also, of
note, management recently approved a
9.7% dividend hike to $0.34 a share paya-

January
compared to other utilities we

but the increase helps sweeten the deal.
New Jersey Resources' midstream as-
sets are starting to pick up steam. The
Stockman Ridge storage facility began ac-
cepting natural gas injections this past

At this point, it is in service and
ready the winter heating season. In
fact. that operation is expected to contrib-
ute $0.08-$0.12 to this year's bottom line.
These shares have fallen one notch on
our Timeliness Ranking System. They
are now ranked to lag the broader market

12 months
Jersey Re-

sources' appreciation potential for the pull
to 2012-2014 is below par, even for a utili-
ty, which typically falls short on this
measure, compared to all equities covered
in the Value Line universe. Still, solid
dividend growth pro?ects may ap-
peal to income-oriente investors.
Bryan .L Fong December 11, 2009

New Jersey' Resources performed well
in fiscal 2 09 (ended September 30th)
despite the difficult economy The top
line declined 32% due to weak contribu-
tions from the NJR Energ Services unit.
That segment was hit especially hard as a
result o lower commodity pricinti and con
sumer conservation efforts. On e upside,
the New Jersey Natural Gas (NJNG) divi-
sion managed to post incremental revenue
gains. This stemmed from 5,850 new cus-
tomers and the completion of more than
700 natural gas heat conversions. All told,
share net declined roughly 11%, to $2.40.

our 2010 earnings es-
to $2.60 a share. This

would sri l represent an 8% improvement
on a year-to-year basis. Increased contri-
butions from midstream assets. additional
customers at the NJNG segment, and sta-
bilization in the decline of top- and
bottom-line contributions at the energy
services division underpin our expectation.
The company's financial position is
adequate. Cash and equivalents declined
at a double-digit clip this year. However,
those reserves still tallied more than $36
million, which should provide a nice safety

19.8
15.1

Target Price Range
2012 2014

80

60
50
40

30
25
20

15

10

-7.5

.HII
IIIII

mu

Company's Financial Strength
Stock's Price stability
Price Growth Persistence
Earnings Predictability

100(C) Dividends historically paid in early January, million, $9.21lshare.
(B) Diluted earnings. Qtly egg may not sum to April, July, and October. l
total due to change in shares outstanding. Next went plan available.
earnings report due late Jan.
n 2009,

This publication is strictly lai subscriber's own,
or useil for generating or marketing any primed or electronic publication.

(A) Fiscal year ends Sept. 30th.
Dividend reinvest- (E) In millions, adjusted for splits,

(F) Restated.
(D) Includes regulatory assets in 2009: $391.0

Value Line Publishing inc. All rights reserved. Factual material is obtained from sources believed lo be reliable and is provided without warranties al any kind,
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRDRS OR 0MlSSI0NS HEREIN. ,
of it may be reproduced, resold, stored Ur transmitted in any printed. electronic Ur other farm,

nun-cnmmenual, Internal use, No par!
service or product
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NYSE-eAS
RECENT
PRICE 39.74 PIE
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RELATIVE

PIE RATIO 0.85 4.7%DIV'D
YLD

VALUE
LINE
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34,0

49.0
17,3

39.3
23.7

33.7
32.0

43.0
35.5

49.9
38.7

53.7
37.8

52.0
32.3

40.2
27.5High:

Low:
44.4
37.1

42.9
31 .2TIMELINESS 3 Raised 11I13l09

SAFEW 3 L0We!ed5l17l05

TECHNICAL 3 Lowered 11l20l09

BETA 15 (1.00 Market)
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Price
6 0
4 0

2012-14 PROJECTIONS
Ann'l Total

Return
1 4 %

5 %

Gain
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1421.1
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I
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3000

9.5%

12.5%

12.5%

Iill.|.L l.l

11 r:

12515

24B42

8.3%

123%

12.3%

Institutional Decisions
102009

92
126

25772

2422009
105
103

25968

4412008

114
1 2 6

2 7 2 8 7

to Buy
w Sell
Hld'§IDM

18
12
6

Percent
shares
traded

¢:' f

I

:ill II f
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

31.02

3.80

1.97

1.22

31.23

4.11

2.07

1.25

29.42

4.19

1.96

1.28

37.39

4,97

2.42

1.32

41.33

5,29

2.55

1.40

30.84

5.21

2.31

1.48

3445

5.59

2.57

1.54

5052

5.16

2 3 4

1.56

57.30

6,41

3 0 1

1.76

43,11

6 0 3

2.BB

184

2.62

13,05

3.34

13.26

3.12

13,67

2.42

14.74

2.34

15.43

2.87

15.97

3.28

15.80

3.48

1556

4.18

16.39

4 3 7

15.55

53.96 51.54 50.30 49.49 48.22 47,51 46.89 45.49 44.40 44,01

14.1

.83

4.4%

12.5

.82

4.8%

13.1

.88

5.0%

12.5

.78

4.4%

14.2

.82

3.9%

17.6

.92

3.6%

14.5

.83

4.1%

1 1 9

.77

4.7%

1 2 8

.65

4.6%

13.1

.72

4.9%

I

I1

1370.7

27141

10.9%

14.7%

14.7%

um

11.2%

14.3%

14.3%

94%

12.5%

12.5%

ll ll || I In I II IIII H

2010 © VALUE LINE PUB., INC 2009
63.75

6.05

2.75

1.86

5.50

2230

45.50

Bold fas

Valu

destin

2900

125

27.0%

4.3%

33%

67%

1500

3000

9.5%

12.5%

12.5%

2008
83.68

5.85

2.63

1.86

5.54

21.55

45.13

15.1

,so

4.7%

3776.6

119.5

27.0%

3.2%

31.5%

68.4%

1421.1

2858.6

9.7%

12.3%

12.3%

2001
69.20

5.96

2.99

1.86

3.77

20.58

45.90

15.0

.80

4.2%

3176.3

135.2

26.6%

4.3%

30.9%

69.0%

1368.0

2757.3

11.2%

14.3%

14.3%

2006
65.92

6.82

2.87

1.86

4.17

19.43

44.90

15.0

.81

4.3%

2960.0

128.3

26.3%

4.3%

36.3%

63.7%

1370.7

27141

10.9%

14.7%

14.7%

2005
76.00

5.19

2.27

1.86

4.57

18.36

44.18

17,3

.92

4.7%

3357.8

101.1

28.3%

3.0%

37,4"/=

625%

1297.7

2659.1

94%

12.5%

12.5%

2004
62.12

6.00

2.22

1.86

4.32

16.99

44.10

15.9

.84

5.3%

2739.7

98.1

31.8%

3.6%

39.8%

60.1%

1246.0

2549.8

8.8%

13.1%

13.1 %

2003
60.46

5.37

2.11

1.B6

4,12

17,13

44.04

15.8

.90

5.5%

2662.7

93.1

35.2%

3.5%

39.6%

503%

12515

24B42

8.3%

123%

12.3%

69.25

6.35

2.85

1.86

Revenues per sh
"Cash FlOW' per sh
Earnings per sh A
Div'ds Decl'd per shBl

87.90

7.50

3.10

1.as

5.80

23.30

Cap'l Spending per sh

Book Value per sh

6.80

26.45

45.50 Common Shs 0utst'g c 45.50

ll€$ are
Un a

ates

Avg Ann'l PIE Ratio
Relative PIE Ratio
Avg Ann'l Div'd Yield

16.0

1.05

3.9%

3150

130

Revenues ($mill)

Net Profit ($miII)

4000

140

27.0%

4.1%

Income Tax Rate

Net Profit Margin

27.0%

3.5%

32%

68%

Long-Term Debt Ratio

Common Equity Ratio

26%

74%

1500

3100

Total Capital ($mill)
Net Plant (swim

1650

3550

10.0%

12.0%

12.0%

Recur on Total Cap I
Return on Shr. Equity
Return on Com Equity

10.0%

11.5%

11.5%

1615.2

121.9

2298.1

136.4

2544,1

136.3

1897.4

128.0

34.7%

7.5%

34.8%

5.9%

33.5%

5.4%

31.0%

6.7%

35.5%

64.0%

32.7%

66.7%

37,8%

61.7%

35.1%

84.5%

1230.1

1735.2

1061.2

1729.6

1180.1

1768.6

1128.9

1796.8

108%

15.4%

15,4%

13.7%

19.1%

19.2%

12.3%

18.6%

18.7%

12.2%

17.5%

17.5%

CAPITAL STRUCTURE as of 9/30/09
Total Debt $863.8 mill. Due in 5 Yrs $914.9 mill.
LT Debt $498.8 mill. LT Interest $5.0 mill.
(Total interest coverage: 5.1x)

Pension Assets-12/08 $306.6 mill. Oblig. $270.2
mill.

Pfd Div'd NonePfd Stock $.6 mill.

Common Stock 45,231,331 shares
BS of 10/23/09
MARKET CAP: $1.8billion (Mid Cap)

zoos 9/30/092007

91.9
931.9

1023.8
564.5
350.0
227.9

1142.4
543%

95.5
1243.4
1338.9

411.3
789.9
466.8

1668.0

461% 130.0
693.7
823.7
263.4
365.0
387.1

1015.5
301%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
10 Yrs.

7.0%
3.0%
1.5%
3.0%
3.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
Yrs.
6.5%
3.0%
1.0%
0.5%
4.0%

Est'd '06-'08
to '12-'14

3.0%
1.5%
1.5%

Nil
4.5%

Cal-
endar

QUARTERLY REVENUES Is mill.)

Mar.31 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2006

2007

goos

2009

2010

451.3
55699
699.8
447.5
525

1319.4

1334.7

1595.7

1110.8

1125

351.1 838.2
365.2 919.5
440.3 1040.8
325.5 1016.0
400 1100

29600
3176.3
3776.6
2900
3150

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 SeP.30 Dec.31

Full
Year

2005
2001
2008
2009
2010

.39

.32

.03

.so

.30

.99
1.04

.91

.96

1.05

1.30

1.22

1.05

.99

1.00

.19

.40

.64

.50

.50

2.B7
299
2.53
2.75
2.85

Cal-
endar

QUARTERLY DWIDENDS PAID B I
Mar.31 Jun.30 SeD.30 Dec.31

Full
Year

2005

2006

2007

2008

2009

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

.465

1.85

1.86

1.85

1.86

6.2%

60%

8.5%

56%

7.9%

58%

6.5%

83%

1.5%

88%

2.1%

84%

2.3%

81%

5.2%

85%

5.4%

62%

3.6%

71%

4.0%

67%

4.5%
65%

Retained to Com Eq
All Div'ds to Net Prof

4.5%

60%

include Tropical Shipping subsidiary and several energy related
ventures. Divested oil and gas E&P, 6193. Has about 3,900 employ-
ees. Officersldirectors own about 2.2% of common stock (3109
proxy). Chairman and Chief Executive Officer; Russ Strobel. ln-
corporated: illinois. Address: 1844 Ferry Road, Naperville, Illinois
60563. Telephone; 630-305-9500. Internet; www.nicor.com.

BUSINESS:Nicer inc. is a holding company with gas distribution as
its primary business. Sen/es over 2.2 million customers in northern
and western Illinois. 2008 gas delivered: 498.1 Bcf, incl. 222.6 Bot
from transportation. 200B gas sales (275.5 cf): residential, 93%,
commercial, 6%, industrial, 1%. Principal supplying pipelines: Natu-
ral Gas Pipeline, Horizon Pipeline, and TGPC. Current operations

December 11, 200.9

Ber 15th.
E ar n i n g s  w i l l  l i k e l y  b e  som ewh at f l a t ,
year  over  year .  Low usage and the afore-
ment ioned prob lems  in  t he sh ipp ing bus i -
nes s  s hou l d  we i gh  on  t he  bo t t om  l i ne  i n
the months  ahead.  Therefore,  we look  for
e a r n i n gs  t o  d e c l i n e  s l i gh t l y  t o  $ 0 . 9 9  a
s hare  i n  t he  Dec ember  per i od .  For  2010,
we es t imat e  s hare  net  w i l l  adv anc e mod-
est ly to $2.85.
T h i s  s t o c k  i s  r a n k e d  t o  p e r f o r m i n
l i n e  w i t h  t h e  m a r k e t  i n  t h e  y e a r
ahead. Ni c o r  h a s  u n i n s p i r i n g n e a r - t e n n
prospects.  Despite the posit ive September-
quarter resul ts ,  we look for sales to cont in-
ue  t o  f a l l  and  earn ings  t o  c hange l i t t l e  i n
the near tern.  Look ing fur ther  out ,  t h is  i s -
sue has  below-average tota l  return paten
r i a l  ov e r  t he  2012 -2014  t i m e  f r am e .  A 11
t o l d ,  we  rec ommend mos t  i nv es t o rs  l ook
elsewhere. However,
I n c o m e - o r i e n t e d  a c c o u n t s  m a y  w a n t
to consider  this issue. Shares of GAS of-
f e r  a  y i e l d  we l l  a b o v e  t h e  a v e r a ge  f o r  a
natural  gas ut i l i ty .  Accordingly ,  the s teady
payout  here may be of  interest  to investors
seeking current  income.
R i c h a r d Gal lagher

N i c or posted bet ter - than -expected
t h i r d - q u a r t e r  s h a r e  n e t . I ndeed,  earn-
ings of  $0.30 a share eas i ly  topped our es-
t imate by  a quarter.  Lower expenses  were
the primary  reason for the s t rong showing.
Moreov er ,  t he  Gas  Dis t r i bu t i on  bus ines s
turned in  a  so l id  quar ter ,  which a lso con-
t r ibuted to the performance.  However,
T h e  S h i p p i n g  s e g m e n t  c o n t i n u e s  t o
str uggle. Income in this  div is ion fel l  short
o f  t h e  p r i o r  y e a r ' s  m a r k  y e t  a ga i n .  T h e
weak  ec onom y  has  p res s u red  v o l um e  i n
t h i s  bus i nes s  i n  rec en t  m on t hs .  A l s o ,  o f
note, t he company recent ly acquired
D e l u x e  F r e i gh t ,  a  n o n  v e s s e l  o p e r a t i o n
c ommon c ar r i e r .  Th i s  ac qu i s i t i on  s hou ld
h e l p  N i c o r  e x p a n d  i t s  p o s i t i o n  i n  t h e
Caribbean shipping market .
T h e  c o m p a n y  r e c e i v e d  i t s  r e h e a r i n g
deci s i on f o r  i t s  r a t e  c a s e .  E a r l i e r  t h i s
year,  Nicer was approved for a $69 mi l l ion
inc reas e in  bas e ra tes .  The c ompany  ap-
pealed the dec is ion and requested greater
re l i e f .  I n  Oc t ober ,  t he  I l l i no i s  Commerc e
Com m i s s i on  approv ed  an  add i t i ona l  $11
m i l l i on  i nc reas e  t o  an  $80  m i l l i on  bas e ,
w h i c h  r e f l e c t s  a n  8 . 0 9 %  r e t u r n  o n  r a t e
base. This change went into ef fect  on Octo-

I\lll ll la l

43.9
294

Target Price Range
2012 2014

Tzu
100
80
64

48

32

24
20
16

12

I I
\IH\l I

-12-14

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

100

IVIE

(A) Based on primary earnings thru. '96, then Excl. items from discontinued ops.: '93, 4¢; '96, went plan available. (C) In millions.
diluted. Excl. nonrecurring gains(loss): '97, 6¢, 30¢. Ne>d egg. report due mid February.
'98, 11¢; '99, 5¢, '00, ($1.9t3), '01, 16¢, '03, (B) Dividends historically paid mid February,
(27¢), '04, (52¢), '05, B0¢, '06, (17¢), '07 (13¢). May, August, November. I Dividend reinvest-
© 2009, Value Line Publishing Inc. All rights resewed. Factual material is obtained loom sources believed to be reliable and is provided without warranties d any kind.
THE PUBLISHER IS NOT RE FONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, nun-commerdal, internal use. No part
al it may be reproduced, resold, stored or transmitted in any printed, electronic or other form, or used for generating or making any printed or electronic publication, service or product.
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2010 ®  VALUE UNEPUB., INC 12-14

35.85
5.30
2.s5
1.68

Revenues per sh
"Cash Fluff' per sh
Earnings per sh A
Div'ds Ded'd per sh 81

48.20
6.75
3_45
2.12

5.00

26.10

Cap'l Spending per sh

Book Value per sh

4.50

30.50

26.50 Common Shs 0utst'g c 2s.00

us  an
Ume
ates

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'I Div'd Yield

1a.o

1.20

3.4%

950

75.5

Revenues ($miII)

Net Profit ($mill)

1350

96.5

37.0%

7.9%

income Tax Range

Net Profit Margin

37.0%

7.2%

47%
53%

Long-Term Debt Ratio
Common Equity Ratio

47%

53%

1300

1675

Total Capital (small)
Net Plant ($mlll)

1400

1900

8.0%

11.0%

11.0%

Recur on Total Cap'I

Return on Shh Equity

Recur on Com Equity

8.0%

11.0%

11.0%

2009
39.70

5.20

2 8 5

1.60

4.50

24.90

26.50

Bold i l l
Valu
eslln

1025

75.5

37.0%

7.4%

47%

53%

1275

1625

8.0%

11.5%

11.5%

200a
39.16

5.31

2.57

1.52

3.92

23.71

26.50

1a.1

1.11

3.3%

1037.9

68.5

36.9%

6.6%

44.9%

55.1%

1140.4

1549.1

7.7%

10.9%

10.9%

2007
39.13

5.41

2.75

1,44

4.48

22.52

26.41

16.7

.89

3.1%

1033.2

74.5

37.2%

7 2 %

46.3%

53.7%

1106.6

1495.9

8.5%

12.5%

12.5%

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

18.15

3.74

1 7 4

1.17

18.30

3.50

1 6 3

1.17

15.02

3.41

t .61

1.18

16.ss

3.85

1.97

1.20

15.82

3.72

1.76

1.21

15.77

3.24

1.02

1.22

18.17

3.72

1.70

1.23

21.09

3.58

1.79

1.24

25,78

3.88

1.B8

1 2 5

25.07

3.55

1.62

1 2 6

23.57

3.55

1.76

1 2 7

25.69

3 9 2

1.86

1.30

33.01

4.34

2.11

1.32

37.20

4.76

2.35

1.39

3.61

13.08

4.23

13.63

3.02

14.55.

3.70

15.37

5.07

16.02

4.02

16.59

4.78

17.12

3.46

17.93

3.23

18.56

3.11

18.88

4.90

19.52

5.52

20.64

3.48

21.28

3.56

22,01

.19.77 20.13 22.24 22.56 22.86 24.85 25,09 2s.za 25.23 25.59 25.94 27.55 27.58 27.24

12.9

.76

5.2%

13.0

.85

5.5%

12.9

.86

5.7%

11.7

.73

5.2%

14.4

.BE

4.8%

26.7

1.39

4.5%

14.5

.83

5.0%

12.4

B I

5.6%

12,9

.66

5.1%

17.2

.94

4.5%

1 5 8

.90

4.6%

16.7

.88

4.2%

17.0

.91

3.7%

15.9

.86

3.7%

455.8
44.9

532.1

47.8

650.3

50.2

641.4

43.8

611.3

48.0

707.6

50.6

910.5

58.1

1013.2

65.2

35.4%
9.9%

35.9%

9.0%

35.4%

7.7%

34.9%

6.8%

33.7%

7.5%

34.4%

7.1%

36.0%

6.4%

36.3%

6.4%

46.0%

49.9%

45.1%

50.9%

43.0%

53.2%

47.6%

51.5%

49.7%

50.3%

46.0%

54.0%

47.0%

53.0%

46.3%

53.7%

861.5

895.9

887.8

934,0

880.5

965.0

937.3

995.6

1006.5

1205.9

1052.5

1318.4

1108.4

1373.4

1116.5

1425.1

6.8%
91%
9.9%

6.7%

9.8%

10.0%

6.9%

10.0%

10.2%

5.9%

8.9%

8.5%

5.7%

9.1%

9.0%

5.9%

8.9%

8.9%

6.5%

9.9%

9.9%

7.1%

10.9%

10.9%

CAPITAL STRUCTURE as of 9130109
Total Debt $708.9 mill. Due in 5 Yrs $173.8 mill.
LT Debt $637.0 mill. LT Interest $37.0mill.

(Total interest coverage: 4.0x)

Pension Assets-12/08 $163 mill.
Obllg. $281mill.
Pfd Stock None

Common Stock26,517,363 shares
as of 10/31109
MARKET CAP $1.2 billion (Mid Cap)

200s 91301092007

13.7
277.9
291.6

61.8
71.9

149.0
282.7
NMF

6.1
268.8
274.9
119.7
148.1
122.1
389.9
408%

6.9
474.1
481,0

94.4
248.0
208.9
551 .3
393%

CURRENT POSITION
($ul1.L)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Limb.
Fx. Chg. Cov.

Est'd '06-'08
to '12.'14

4.0%
4.5%
5.0%
6.5%
5.0%

Past
s Yrs.

9.0%
e.s%
a.0%
3.0%
3.5%

ANNUAL RATES
al change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past
tO Yrs.

9.0%
3.5%
5.0%
2.0%
3.5%

Cal-
endar

QUARTERLY REVENUES (S mill.)

Ma r .3 1  J un .3 0  $ e p .3 0 Dec.31
Full
Year

200s

2007
200s

2009

2010

390.4
394.1
387.7
437.4
375

171.0

183.2
191.3

149.4

125

114.9
124.2
109.7
11B_9
100

336.9
331.7
349.2
321.3
350

1013.2
1033.2
1037.9
1025
950

cas-
endar

EARNINGSPERSHARE*
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

200s

2001

200B

2009

2010

.07

,10

.08

.12

.1 1

1.15

1.11

1,25

1.26

1.32

148
1,77
1.62
1.72
1.72

d.35
d.22
d.38
d.25
d.ao

2.35
215
2.57
ass
2.85

Cal-
endar

QUARTERLYDMDENDS PAID BI
Mar.31 Jun.30 SeD.30 Dec.31

Full
Year

2005
2006
2007
2008
2009

.325

.345
.355
.375
.395

.325

.345

.355

.375

.395

.325

.345

.355

.375

.395

.345

.355

.375

.395
,415

1.32
1.39
1.44
1.52

2.8%
74%

3.1%

70%

35%
67%

1.9%

79%

2.6%

72%

2.7%

69%

3.7%

63%

4.5%

59%

6.0%

52%

4.5%

59%

4.5%

56%

4.5%

59%

Retained to Com Eq

All Div'ds to Net Prof

4.5%

61%

| I

Owns local underground storage. Rev. breakdown: residential,
55%. commercial, 28%, industrial, gas transportation, and other,
17%. Employs 1,10B. Barclays Global owns 6.6% of shares, of-
ticers and directors, 1.4% (4I09 proxy). CEO: Gregg s. Kantor. Inc.:
Oregon. Address: 220 NW 2nd Ave., Portland. OR 97209. Tele~
phone: 503-226-4211. Internet: www.nwnaturaLoom.

u

BUSINESS: Northwest Natural Gas Co. distributes natural gas to
90 communities, 660.000 customer, in Oregon (90% of customers)
and in southwest Washington state. Principal cities served: Portland
and Eugene. OR, Vancouver, WA. Service area population: 2.5 mill.
(77% in OR). Company buys gas supply from Canadian and u.s.

oducers, has trans action rights on Northwest Pipeline system.

b e n e f i t  f r o m
r a n g e m e n t .  I n

t h e  c o m p a n y

r e l a t i v e l y  l a r g e
2 0 0 B  a n d  2  a s ,

a n d  t w o  l a r g e  F r o j e c t s
r e c a s t .

a u t o m a t e d  m e t e r - r e a d i n g  s y s t e m  s h o u l d
h e lp  ke e p  co s t s  d o wn .
S t e a d y  g r o w t h  f r o m  p r e s e n t  o p e r a -
t i o n s  i s  l i k e l y  o u t  t o  2 0 1 2 - 2 0 1 4
N o r  t h w e s t  N a t u ra l  h a d  a b o v e  a v e ra g e  c u s -
t o m e r  g r o w t h  f o r  y e a r s  b e f o r e  t h e  r e c e n t
c r i s i s ,  a n d  w e  t h i n k  c u s t o m e r  g r o w t h ,  f r o m
b o t h  n e w  c o n s t r u c t i o n  a n d  c o n v e r s i o n s
f r o m  o i l  a n d  e l e c t r i c i t y ,  w i l l  r e s u m e  n e x t
y e a r .  T o w a r d  t h e  e n d  o f  o u r  h o r i z o n ,  a n
e x t e n s i o n  o f  h i g h - d e n s i t y  z o n i n g  s o u t h e a s t
o f  P o r t l a n d  c o u l d  a d d  m a n y  t h o u s a n d s  o f
n e w  c u s t o m e r s .

c o u l d  a d d
m a t e r i a l l y  t o  o u r N o r t h w e s t
w i l l  s o o n  s t a r t  c o n s t r u c t i o n  o f  t h e  G i l l
R a n c h  g a s  s t o ra g e  p ro j e c t  i n  C a l i f o rn i a ,  i n -
v e s t i n g  a r o u n d  $ 1 6 0  m i l l i o n  i n  t h e  f i r s t
s t a g e ,  w h i c h  c o u l d  c o m e  o n  s t r e a m  n e x t
A u g u s t .  A n d  t h e  P a l o m a r  p i p e l i n e ,  a
p l a n n e d  j o i n t  v e n t u r e  w i t h  T r a n s  C a n a d a
G a s ,  c o u l d  s t a r t  u p  b y  2 0 1 3 .  T h e  f u l l  8 0 0 -
m i l e  p i p e l i n e  w o u l d  c o n s t i t u t e  a  $ 4 0 0  m i l -
l i o n  i n v e s t m e n t  f o r  N o r t h w e s t ' s  s h a r e .
T h e s e h i g h - q u a l i t y s h a r e s h a v e
w o r t h w h i l e  l o n g - t e r m  r i s k - a d j u s t e d
t o t a l  r e t u r n  p o t e n t i a l .
S i g o u r n e y  B .  R o m a i n e De ce mb e r  1 1 ,  2 0 0 9

N o r t h w e s t N a t u r a l c o n t i n u e s t o
i t s  g a s  c o s t - s h a r i n g  a r -

O r e g o n  ( 9 0 % o f  c u s t o m -
e rs ) , r e t a i n s  p a r t  o f  t h e  d i f -
f e r e n c e  b e t w e e n  f o r e c a s t  a n d  a c t u a l  g a s
c o s t s ,  t h i s  s y s t e m  w a s  t h e  m a i n  r e a s o n  f o r
t h e e a r n i n g s  s w i n g s  b e -
t w e e n t h o u g h  N o r t h w e s t ' s
c u s t o m e r  r o s t e r  g r e w  a t  a  e t t e r - t h a n - 2 %
a n n u a l  r a t e  u n t i l  t h e  r e c e s s i o n .  T h e  g a s
c o s t - s h a r i n g  r u l e  a c c o u n t e d  f o r  mo s t  o f  t h e
e a r n i n g s  g r o w t h  i n  2 0 0 9  a s  t h e  c o m p a n y
a d d e d  j u s t  0 . 7 % t o  i t s  c u s t o m e r  l i s t  i n  t h e
l a s t  1 2  m o n t h s .
L o w e r  r a t e s  w i l l  p r o b a b l y  h e l p  g a r n e r
n e w  c u s t o m e r s  i n  2 0 1 0 .  T h a n k s  t o  t h e
p l u n g e  i n  n a t u r a l  g a s  c o s t s  o v e r  t h e  p a s t
1 5  m o n t h s ,  N o r t h w e s t  h a s  r e c e i v e d  a p -
p r o v a l  t o  d r o p  i t s  r a t e s  a b o u t  1 6 %  i n
O r e g o n  a n d  2 2 % i n  W a s h i n g t o n ,  R e s u l t s  i n
2 0 1 0  s h o u l d  a l s o  b e n e f i t  f r o m  a  n e w  f i v e ~
y e a r  u n i o n  c o n t r a c t  s i g n e d  i n  J u l y  2 0 0 9 ,
u n d e r  w h i c h  t h e  c o m p a n y  h a s  m o r e
f l e x i b i l i t y  a n d  t h e  e m p l o y e e s  r e c e i v e d  a
r e a s o n a b l e  2 . 3 % m o r e  i n  2 0 0 9  p l u s  a  g u a r -
a n t e e d  1 % i n c r e a s e  i n  e a c h  o f  t h e  c o m i n g
y e a r s .  M o r e o v e r ,  N o r t h w e s t  i s  p a r i n g  a
f u r t h e r  5 0  t o  1 0 0 p o s i t i o n s , a n d a  n e w

_ I I I I I l

27.5
17.8

Target Price Range
2012 2014

120
100
80
64

48

32

24
20
16

12

HIII viii
..|. I
Il l l l

Company's Financial Strength
St¢>ck's Price Stability
Price Growth Persistence
Earnings Predictability

100(A) Diluted earnings per share. Excludes non- (B) Dividends historically paid in mid-February, (C) In millions, adjusted for stock split.
recurring items; '98, $0.15, '00, $0.11, '06, May, August, and November.
($0.06), '08, ($0.03), SQ '09, 6¢. Next earnings l Dividend reinvestment plan available,
report due early February.
Er 2009, Value Line Publishing, Inc. All rage resewed. Fmual material is obtained [mm sources believed to be reliable and is provided without warranties al any kind.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN. non-cummercial. internal use. No pan
of it may be reproduced. resold. stored Ur transmitted in any printed. electronic or other farm. service or product.

This publication is strictly lot subscriber's own,
or used for gweraling nr marketing any printed or decuunic publication.
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7 8 %

10.6%

10.6%

\l

8.6%

11.8%

11.8%

I I

8.2%

11.5%

11.5%

I
L l

2001 2006 2010 © VALUE LINE PUB., INC 12-14

17.06

1.B1

1.01

76

25.ao

2.51

1.27

.95

27.80
3.10
1.85
1.11

Revenues per sh A
"Cash Flow" per sh
Earnings per sh B
Div'ds DecI'd per shCl

$1.20
3.45
2.10
1.23

1.29

8.63

2.74

11.83

2.15

13.15

Cap'l Spending per s h

Book Value per sh D

2.35

15.15

54.93 74.61 72.00 Common She 0utst'g E 70.00

16.7

86

4.5%

19.2

1.04

3.9%

ires are
Line
ates

Avg Ann'I PIE Ratio
Relative PIE Ratio
Avg Ann'I Div'd Yield

18.0

1.50

3.3%

1107.9

65.5

1924.7

97.2

2000

135

Revenues ($miII) A
Net Profit ($mill)

2185

150

34.6%

5.9%

34.2%

5.0%

35.0%

6.7%

IncomeTax Rate
Net ProfitMargin

35.0%

6.8%

47.6%

52.4%

48.3%

511%

48.7%

51.3%

Long-Term Deb! Ratio

Common Equity Ratio

48.0%

52.0%

1069.4

1114.7

1707,9

2075.3

1845

2300

Total Capital ($mill)
Net Plant ($mill)

2035

2450

7.9%

11.7%

11.7%

7.2%

11.0%

11.0%

8.5%

14.0%

14.0%

Return on Total Cap'I

Return on Shr. Equity

Return on Com Equity

s.5%

14.0%

14.0%

I I

II

.|I

11
I

2009
22.80

2.85

1,60

1.07

2.40

12.60

73.00

Bold fig

Value

destin

1665

115

35.0%

7.0%

48.0%

52.0%

1765

2250

8.0%

12.5%

12.5%

2008
28.52

2.77

1.49

1.03

2.47

12.11

73.26

18.2

1.15

3.8%

208g.1

110.0

36.4%

5.3%

47.2%

52.8%

16815

2240.8

8.2%

12.4%

12.4%

2007
23.37

2.64

1.40

.99

1.85

11.99

73.23

18.7

.99

3.8%

1711.3

104.4

330%
5.1%

48.4%

51.6%

1703.3

2141.5

7.8%

11.9%

11.9%

2005
22.96

2.43

1.32

.91

2.50

11.53

76.70

17.9

.95

3.8%

1761.1

101.3

33.7%

5.8%

41.4%

58.6%

1509.2

1939.1

8.2%

11.5%

11.5%

2004
19.95

2.31

1.27

,as

1.85

11.15

76.67

16.6

.88

4.1%

1529.7

95.2

35.1%

6.2%

43.6%

56.4%

1514.9

1849.8

7.8%

11.1%

11.1%

2003
18,14

2.04

1.11

Hz

1.16

9.35

57.31

16.7

95

4.4%

1220,B

7 4 4

34.B%

5.1%

422%

57.8%

10902

1812.3

8.6%

11.8%

11.8%

2002
12.57

1.81

.95

.ea

1.21

a.Q1

66,1B

18.4

1.01

4.6%

B32.0

62.2

33.1%

7.5%

43.g//,

564%

1051.6

1158.5

7 8 %

10.6%

10.6%

1993 1994 1995 1995 1997 1998 1999

10.57

1.14

.73

*48

10.82

1.13

.68

.51

8.76

1.25

.73

.54

1159

1.49

.84

.57

12.B4

1.82

.93

.61

1245

1.72

.CB

63

10,97

170

BE

.BB

1.58

5.45

1.95

5.68

1.72

6.16

1.64

6.53

1,52

6.95

1,45

7.45

1.58

7.86

52.30 53.15 57.57 59.10 60.39 61.48 525g

15.4

.91

4.3%

15.7

1.03

4.8%

13.8

.92

5.4%

13.9

.87

4.9%

13.6

.78

4.8%

16.3

.85

4,0%

17.7

1.01

4.1%

CAPITAL STRUCTURE as of 7131/09
Total Debt $1080.a mill. Due in 5 Yrs $150.0 mill.
LT Debt $792.8 mill. LT Interest $55.5 mm.
(LT interest earned: 4.0x, total interest coverage:
3.7x)

Pension Assets-10/08 $150.3 mill.
oblige.$143.5 mill.

Pfd Stock None

Common Stock 73,110,548 she.
as of 10131109
MARKET CAP: $1.8 billion (Mid Cap)

200s 7/31/092007

13.2
481.2
494.4

77.7
287.5
1ss.4
501.6
350%

7.5
427.8
435.3
143.6
195.0

85.9
424.5
309%

7.0
593.8
600.8
132.3
436.5
112.7
681.5
341%

CURRENT POSITION
(SmlLL.1

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
10 Yrs.

7.5%
5.0%
4.5%
5.0%
5.5%

Past
Yrs.

10.0%
7.0%
6.5%
4.5%
6.0%

Est'd '06-'08
to '12.'14

3.0%
4.5%
8.0%
3.5%
4.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Fiscal
Year
Ends

QUARTERLY REVENUES (S mill.) A

Jan.31 Apr .30 Ju\.31 Oct.31

Full
Fiscal
Year

2006
2007
2008
2009
2010

483.2
531.5
834.2
455.4
535

237.9
22444

354.7

180.2

275

282.2
278.2
311 .7
249.a
350

921.4

877.2

788.5
779.6

840

1924]
1711.3
2089.1
1665
2000

Fiscal
Year
Ends

EARNINGS PER SHARE A B
Jan.31 Apr.30 Jul.31 0cl.31

Full
Fiscal
Year

2006
2007
2008
2009
2010

d.1s
d.12
d.10
d.10
d.05

d.08
d.11
d.18
d.13
d.07

.94

.94

1.12
1.10

1.17

.57

.69

.65

.73

.80

1.27
1.40
1 .49
1.60
1.85

Cal-
endar

QUARTERLY DIVIDENDS PAID Cm
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

2005

2006

2007

2008
2009

.23

.24

.25

.26
97

.215

.23

.24

.25
')R

.23

.24

.25

.26
97

.23

.24

.25

.26
77

.91

.95

.go

1.03

3.3%
72%

3.5%

71%

3.0%

75%

1.7%

83%

3.1%

74%

3.7%

66%

3.6%

68%

2.8%

74%

3.5%

70%

3.9%

69%

4.0%

67%

5.5%

60%

Retained to Com Eq
All Div'ds to Net Prof

6.0%

58%

8.7 years. Non-regulated operations: sale of gas-powered heating
equipment, natural gas brokering, propane sales, Has about 1,833
employees. Officers & directors own about 1.1% of common stock
(1109 proxy), Chairman, CEO, 8< President: Thomas E. Skains. Inc.:
NC. Address: 4720 Piedmont Row Drive, Charlotte, NC 28210. Tel-
ephone: 704-364~3120. internet: www.piedmontng.com.

BUSINESS: Piedmont Natural Gas Company is primarily a regu-
lated natural gas distributor, sewing over 935,724 customers in
North Carolina, South Carolina, and Tennessee. 2008 revenue mix:
residential (39%), commercial (24%), industrial (12%), other (25%).
Principal suppliers: Transco and Tennessee Pipeline. Gas costs;
73.5% of revenues. '08 depress, rate: 3.2%. Estimated plant age:

chase one mi l l ion shares  of  common s tock
in 2010 should also help boost share net.
We look  for  an  a lmost  7 .5% advance i n
the f i scal  2009 bottom l i ne.  A t  las t  t a l l y ,
t he  c ompany  had added more  t han  9 , 000
new customer accounts  this  year.  Coupl ing
t h a t  w i t h  h i gh e r  u t i l i t y  m a r g i n s  d u e  t o
pr i ce  h i kes  assoc ia ted wi t h  t he re la t i ve l y
r e c e n t  r a t e - c a s e  a p p r o v a l  s h o u l d  m o r e
than of fset  the lower volumes ,  and equate
to the aforesaid earnings boost.
F i s c a l  2 0 1 0  p r o s p e c t s  a p p e a r  a  b i t
r osier t h a n pr ev i ous l y e x p e c t e d .
Higher-than-expected guidance has
prompt ed us  t o  l i f t  our  2010 earn ings  es
t i m a t e  ac c ord i ngl y .  We hav e  ra i s ed  t ha t
f igure by 9% , to $1.85 a share.
A l l  t o l d ,  t h e s e  s h a r e s  h a v e  a p p e a l as
an income vehic le , as they of fer a s l ight -
l y  h i ghe r  d i v i dend  y i e l d  c om pared  t o  t he
res t  o f  t he  u t i l i t i es  c ov ered  i n t he  V a lue
L i ne  un i v e rs e .  F u r t he rm ore ,  t he  s t oc k ' s
A bov e -A v e rage  S a f e t y  rank  (2 ) ,  and  t op
mark  for Price Stabi l i ty  should be comfort -
ing to  conservat i ve accounts .  Meanwhi le ,
P N Y  i s  r a n k e d  t o  k e e p  p a c e  w i t h  t h e
broader market  in the coming year.
B r y a n  I  F o n g December I I ,  2009

P i e d m o n t  N a t u r a l  G a s  p o s t e d  m i x e d
o p e r a t i n g  r e s u l t s  f o r  m o s t  o f  f i s c a l
2009 (ended October 31). Top-l ine volumes
were  on  t he  dec l i ne  as  a  res u l t  o f  l ower
commodi ty  pr ic ing,  cus tomer conservat ion
efforts,  and economic headwinds. However,
t ight  cost  controls ,  last  year's  rate case in-
c reas e  i n  Nor t h  Caro l i na ,  and  c on t i nued
c us tomer  add i t i ons  hav e he lped t o  widen
margins  and boos t  t he bot t om l i ne by  3%
for the f i rs t  nine months of  2009.
M e a n t i m e , the c o m p a n y  p l a n s to
r est r uctur e  i ts  S outhstar  E ner gy  un i t .
P iedmont  c u r ren t l y  owns  a  30%  s t ak e  i n
S out hs t a r .  The  p lan  i s  t o  s e l l  o f f  50%  o f
t h a t  s t a k e  t o  A G L  R e s o u r c e s  f o r  a b o u t
$ 5 7 . 5  m i l l i o n .  T h u s ,  t h i s  w o u l d  f r e e  u p
some cash for  PNY to pump into i t s  regu-
l a t ed  bus ines s  opera t i ons .  A t  t h i s  po in t ,
the deal  i s  expec ted to c lose somet ime in
the f i rs t  quarter of  f iscal  2010.
P i e d m on t ' s  ov e r a l l  f i n a n c i a l  p os i t i on
a p p e a r s  t o  b e  i m p r ov i n g . I t s  c as h ac -
c oun t  r os e  abou t  89%  c om pared  t o  l as t
year.  That ,  coupled wi th the sale of  a par-
t i a l  s t a k e  i n  S o u t h s t a r ,  s h o u l d  l e a v e  i t
wel l  f unded to mainta in i t s  capi ta l  expan-
s i on  agenda .  M ean t i m e ,  p l ans  t o  r epu r -

1 - 1 1 1 1  I  - | l l I la I I

19.7
11.8

Target Price Range
2012 2014

80

60
50
40

30
25
Z0

15

10

_ 7 5

I III

686.5

58.2

39.7%

8.5%

46.2%

53.8%

914.7

1047.0

8.1%

11.8%

11.B%

may not add to total due to change in shares

(C) Dividends historically paid mid-January,

l Div'd reinvest. plan available, 5% discount.
(D) Includes deferred charges in 2008: $16.3
million, 22¢/share.

Company's Financial Strength
Stock's Price scabinty
Price Growth Persistence
Earnings Predictability

B++
100(A) Fiscal year ends October 31st

(B) Diluted earnings. Excl. extraordinary item outstanding.
00, 8¢. Excl, nonrecurring charge: '97, 2¢
Next earnings report due early Feb. Quarters April, July, October, (E) In millions, adjusted for stock split.

@ 2009. Value l.ine Publishing, Inc. All Le reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties Ar any kind
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERRORS OR OMISSIONS HEREIN.
of it may be reproduced, resold, stored or transmitted in any printed, electronic or odie lim, or used for generating or marketing any pnnted or electronic publication, sen/ice or product.
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This publication is strictly lot subs,riber's own, nun-commercial, internal use. No part
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17.0
13.8

18.3
14.1

20.3
15.3

26.5
19.7

32.4
24.9

34.3
25.6

41.3
31.2

40.6
25.2

40,8
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Price Gain Return
5 0 ( + 3 5 % 11 %
3 5 ( - 5 % 3 %

H'gh
Law

Insider Decisions
J  F M A M  J  J A 5
0 0 1 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
0 0 4 0 1 2 0 2 0

to Buy
Options
iN Sell
Institutional Decisions

4a2oos moos kazoos
75 73 70
69 70 78

16545 16545 15858
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1993 1994 1995 1996 1997 1998 1999 2000 2 0 0 1 2002 2003 2004 2005 2006

17.03

1.54

.78

.72

17.45

1.35

.61

.72

16.50

1.65

.BE

,72

16.52

154

es

.72

16.18

1.60

.86

.72

20.89

1,44

.64

.72

17,60

1.a4

1.01

.72

22.43

1.95

1.08

.73

35.30

1.90

1.15

.74

20.69

2.12

1.22

.75

26.34

2.24

1.37

.78

29.51

2 4 4

1.58

.82

31.78

2.51

1.71

as

31.76

3.51

2.46

.92

1.a7

7.17

1.93

7.23

2.0a

7.34

2.01

8.03

2.30

6.43

3.06

6.23

2.19

6.74

2.21

7.25

2.82

7.81

3.47

9.67

2.36

11.26

2.67

12.41

3.21

13.50

2.51

15.11

19.81 21.43 21.44 21.51 21.54 21.56 22.30 23.00 2372 24.41 26.48 27.76 28.98 29.33

15.8

.93

5.9%

16.1

1.06

7.4%

122

oz

72° /.

13.3

so

6.4%

13.8

.80

6.1%

212
1.10

53%

13.3

.76

5.4%

13.0

,as

52%

13.6

.70

4.7%

13.5

.74

4.6%

13.3

.76

4.3%

14.1

.74

3.7%

16.8

.88

3.0%

11.9

*64

3.2%

31.55
3.75
2.50
1.34

Revenues per sh
"Cash Flow" per sh
Eamings per sh A
Div'ds Decl'd per sh B l

37.50
4.20
3.15
1.60

2.85
20.00

Cap'l Spending per sh
Book Value per shc

3.15
21.90

30.00 Common Shs 0utst'g 0 32.00

ires are
Ume
ares

Avg Ann'l PIE Ratio
RelativePIE Ratio
Avg Ann'I Div'd Yield

14.0
.95

3.6%

950

80.0

Revenues ($milI)

Net Profit (Small)
1200

100

38.0%

8.4%

Income Tax Rate
Ne! Profit Margin

40.0%

8.3%

35.5%

64.5%

Long-Term Debt Ratio

Common Equity Ratio

36.5%

63.5%

935

1075

Total Capital (smile)
Net Plant (Swim

1100

1250

9.5%

13.5%

13.5%

Recur on Total Cap'l

Return on Shr. Equity

Return on Com Equity

10.0%

14.5%

14.5%

392.5
22.0

515.9

24.7

837.3

26.8

505.1

29.4

696.8

34.6

819.1

43.0

9210
48.6

931.4

72.0

42.8%
5.6%

43.1%

4.8%

42.2%

3.2%

41.4%

58%

40.8%

5.0%

40.9%

5.2%

41 ,5%

5.3%

41.3%

7.7%

53.8%

37.0° /1

54.1%

37.6%

57.0%

35.9%

53.5%

46.1%

50.8%

49.0%

48.7%

51.0%

44.9%

554 %

44.7%

55.3%

405.9

533.3

443.5

562.2

516.2

607.0

512.5

666.6

608.4

748.3

675.0

799.9

710.3

877.3

8011

920.0

7.4%

11.7%

14.6%

7.4%

12.1%

14.8%

6.9%

12.1'V

12.8%

7.6%

12.4%

12.5%

7.3%

11.5%

11.6%

7.9%

12.4%

12.5%

8.3%

12.4%

12.4%

10,1%

18.3%

163%

CAPITAL STRUCTURE as of 9/30/09
Total Debt $513.5 mill. Due in 5 Yrs $246.0 mill.
LT Debt $332.7 mill. LT Interest $15.o mill.
(Total interest coverage: 5.1x)

Pension Assets-12/08 $B8.3 mill.
Oblig. $142.7 mill.

Pfd Stock none

Common Stock 29,796,232 common she.
as of 1112109

MARKET CAP: s1.1 billion (Mia cap)

2008 91301092007

11.7
316.6
328.3
101 .2
11B.4
108.7
328.3
478%

5.8
429.3
435.1
120.2
237.6
142.1
499.9
598%

3.2
328.5
331 .7
65.7

180.9
130.1
376.7
502%

CURRENT PDSITlON
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
10 Yrs.

Est'd '06-'08
to '12-'14

2.5%
3.5%
5.5%
8.0%
5.0%

Past
5 Yrs.

3.0%
10.0%
13.0%

6.0%
11.0%

6.0%
8.5%

11 .5%
3.5%
9.0%

ANNUALRATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (S mill.)

Mar.31 J un.3 0  Se p.3 0 Dec.31
Full
Year

2006
2007
2008
2009
2010

250.3
260.1
267.7
256.2
280

372.6
368.4
348.1
382.2
350

154.7

155.2

210.4

127.1

160

153.8

171.7

135.8

134.5

160

931.4

956_4

962.0

880

950

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 SeP.30 Dec.31

Full
Year

2006

2001

2008

2009

2010

.51
d.05

.04
d.06
.10

.20

.21

.28

.15

.20

1.06
1.30
1.a2
1.46
1.45

.69

.63

.67

. t o

.85

2.46
2.09
2.27
2.35
2.60

Cal-
endar

QUARTERLY DIV\DENDS PAID 8 1

Mar.31 Jun.3D Sep.30 Dec.31

Full
Year

2005

2006

2007

200s

2009

.213

.22s

.245

.270

.298

.438
.470
.515
.568
.528

.213

.225

.245

.270

.298

.86

.92

1.01

1.11

4.2%
72%

4.8%

67%

3.5%

76%

4.7%

62%

50%

57%

5.9%

52%

6.2%

50%

10.2%

37%

6.7%

48%

6.7%

49%

6.0%

51%

6.5%

50%

Retained to Com Et
All Div'ds to Net Prof

7.0%

51%

include: South Jersey Energy South Jersey Resources Group,
Marina Energy, and South Jersey Energy Service Plus. Has 602
employees. Off.ldir. control 1.0% of com. shares, Barclays, 7.5"/0f
Keeley Asset Management, 5.6% (3109 proxy). Chrmn. & CEO: Ed-
ward Graham. lncorp.: NJ, Address: 1 South Jersey Plaza, Folsom,
NJ 08037. Tel.; 609-561-9000. Internet: www.sjindustNes.com.

BUSINESS: South Jersey Industries, inc. is a holding company. its
subsidiary, South Jersey Gas Co., distributes natural gas to
340,136 customers in New Jersey's southern counties, which
covers about 2,500 square miles and includes Atlantic City. Gas
revenue mix '08: residential, 46%, commercial, 23%, cogeneration
and electric generation, 6%, industrial, 25%. Non-utility operations

D e c e m b e r  I I ,  2 0 0 9

f r o m c u s t o m e r s  l o o k i n g  t o  c o n v e r t  f r o m
o t h e r  f u e l  s o u r c e s  t o  n a t u r a l  g a s .  I n t e n s i v e
m a r k e t i n g  e f f o r t s  s h o u l d  a l s o  p a y  o f f  h e r e .
T h e  f i l i n g  o f  a  b a s e  r a t e  c a s e  i n  2 0 1 1
s h o u l d  b e n e f i t  p e r f o r m a n c e  a t  t h i s  b u s i -
n e s s  i n  t h e  c o m i n g  y e a r s .  W e  e x p e c t  s o l i d
r e s u l t s  f r o m  t h e  c o m p a n y ' s  n o n u t i l i t y  o p -
e r a t i o n s ,  a s  w e l l .  O v e r a l l ,  w e  a n t i c i p a t e
h e a l t h y  g r o w t h  i n  r e v e n u e s  a n d  s h a r e
e a r n i n g s  f r o m  2 0 1 0  o n w a r d .
T h e  b o a r d  o f  d i r e c t o r s  h a s  a p p r o v e d a
d i v i d e n d  i n c r e a s e . S t a r t i n g  w i t h  t h e  D e -
c e m b e r  p a y o u t ,  t h e  q u a r t e r l y  d i v i d e n d  i s
n o w  $ 0 . 3 3  p e r  s h a r e ,  a n  i n c r e a s e  o f  1 1 % .
T h e  c o m p a n y  h a s  e s t a b l i s h e d  a n  e n c o u r a g -
i n g  t r a c k  r e c o r d  o f  d i v i d e n d  g r o w t h  i n
r e c e n t  y e a r s ,  a n d  w e  e x p e c t  t h i s  p a t t e r n  t o
c o n t i n u e .
T h e s e  s h a r e s  r e m a i n  n e u t r a l l y  r a n k e d
f o r  T i m e l i n e s s . W e  a n t i c i p a t e  h i g h e r  r e v
v e n u e s  a n d  s h a r e  e a r n i n g s  a t  t h e  c o m p a n y
b y  2 0 1 2 - 2 0 1 4 .  I n  a d d i t i o n ,  S C I  e a r n s  h i g h
m a r k s  f o r  S a f e t y ,  P r i c e  S t a b i l i t y ,  a n d
E a r n i n g s  P r e d i c t a b i l i t y .  F r o m  t h e  p r e s e n t
q u o t a t i o n ,  t h i s  i s s u e  h a s  s u b p a r ,  a l t h o u g h
f a i r l y  w e l l  d e f i n e d ,  t o t a l  r e t u r n  p o t e n t i a l
f o r  t h e  c o m i n g  y e a r s .
M i c h a e l  N a p o l i ,  C P A

S o u t h J e r s e y I n d u s t r i e s r e p o r t e d
l o w e r  r e v e n u e s  a n d  a  s h a r e  l o s s  o f
$ 0 . 0 6  f o r  t h e  t h i r d  q u a r t e r . S o f t n e s s  i n
t h e  e c o n o m y ,  l e s s  f a v o r a b l e  w e a t h e r ,  a n d
h i g h e r  p e n s i o n  e x p e n s e  h u r t  r e s u l t s .  U t i l i -
t y  S o u t h  J e r s e y  G a s  p o s t e d  a  s l i g h t l y
g r e a t e r  n e t  l o s s .  L o s s e s  a r e  c o m m o n  f o r
t h i s  b u s i n e s s  i n  t h e  t h i r d  q u a r t e r ,  t h o u g h ,
d u e  t o  a  l a c k  o f  h e a t i n g  d e m a n d .  M e a n -
w h i l e ,  t h e  o n - s i t e  e n e r g y  p r o d u c t i o n  u n i t
r e p o r t e d  l o w e r  n e t  i n c o m e  f o r  t h e  p e r i o d .
T h i s  w a s  a  r e s u l t  o f  l o w e r  a i r  c o n d i t i o n i n g
d e m a n d  f r o m  S J I ' s  e n e r g y  f a c i l i t i e s  d u e  t o
m i l d  s u m m e r  t e m p e r a t u r e s  a n d  r e d u c e d
c u s t o m e r  u s a g e  l e v e l s  e x p e r i e n c e d  a t  t h e
f a c i l i t i e s  s e r v e d .  M o r e o v e r ,  t h e  r e t a i l  s e r v -
i c e s  a n d  a s s e t  m a n a g e m e n t  &  m a r k e t i n g
b u s i n e s s e s  a l s o  p o s t e d  u n f a v o r a b l e  r e s u l t s
i n  t h e  r e c e n t  p e r i o d .  L o o k i n g  f o r w a r d ,  w e
a n t i c i p a t e  a  p o s i t i v e  e a r n i n g s  c o m p a r i s o n
f o r  t h e  f o u r t h  q u a r t e r ,  a n d  h i g h e r  s h a r e
n e t  f o r  f u l l - y e a r  2 0 0 9 .
L o n g - t e r m  p r o s p e c t s  a p p e a r  f a v o r -
a b l e . S o u t h  J e r s e y  G a s  c o n t i n u e s  t o  e x p e -
r i e n c e  g r o w t h  i n  i t s  c u s t o m e r  b a s e .  N a t u -
r a l  g a s  r e m a i n s  t h e  f u e l  o f  c h o i c e  w i t h i n
S J G ' s  s e r v i c e  t e r r i t o r y ,  M o r e o v e r ,  t h e  u t i l i -
t y  c o n t i n u e s  t o  s e e  c o n s i d e r a b l e  i n t e r e s t

Target Price Range

($0.02l. '02, ($0.04)_ '03, ($0-09). '05, ($0.02)

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

90
(A) Based on GAAP EPS through 2006, Eco
comic earnings thereatier. GAAP EPS! '07
$2.10, '08, $2.58. Excl. nonrecur. gain (loss)
01, $0.13, '08, $0.31. Excl gain (losses) from
Q 2009, Value Line Public..." , Inc. All ii Hts reserved.
THE PUBLISHER lS NOT RE§PONS1BLEgFOR ANY ER
al it may be reproduced, resold, stored or uanMtted in an

discount. ops.: '99, ($0.02), '00, ($0.04), '01 are. (B) Div'ds paid early Apr., Jul., Oct., and
late Dec. l Div. reinvest. plan avail

06, ($0.02), '07, $0.01. Eamings may not sum (C) incl. regulatory assets. In 2008: $270.4
due to rounding. Next egg. report due in Febru mill., $9.10 per shi. (D) In millions, adj. for split

Factual material is obtained from sources believed Io be reliable and is provided without warranties of any land
RORS OR oMissions HEREIN. This publication is strictly lot subscriber's own, n0n» cnmmerdal, internal use. No par!
y printed. electronic or other form, or used for generating nr marketing any printed or electronic publication, service or product
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2005

43.59

5.20

1.25

.oz

7.49

19.10

39.33

20.6
1.10

3.2%

1714.3

48.1

29.7%

2.8%

63.8%

36.2%

20760

2489.1

4.3%

6,4%

6.4%

I

|

2009 2010 © VALUE UNE PUB., INC 2008
48.53

5.76

1.39

.90

6.79

23.49

44.19

20.3

1.22

3.2%

2144.7

51.0

40.1%

2.8%

55.3%

44.7%

2323.3

2983.3

4.5%

5.9%

5.9%

2006
48.47

5,97

1.98

.82

8.27

21.58

41.77

15.9

.86

2.6%

2024.7

80,5

37.3%

4.0%

60.6%

39.4%

2287.8

2668,1

5.5%

8.9%

8.9%

2007
50.28

6.21

1.95

.BE

7.96

22.98

42.81

17.3

.92

2.6%

2152.1

83.2

36.5%

3.9%

58.1%

41.9%

2349.7

2845.3

5.5%

8.5%

8.5%

2004
40.14

5.57

1 .66

.82

8.23

19.18

36.79

14.3

.76

3.5%

14711

58.9

34.8%

4.0%

64.2%

35.8%

1968.6

2336.0

5.0%

8.3%

8.3%

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

25.68

3.24

.63

,74

28.18

5.09

1.22

,80

23.03

2.65

.10

.82

24.09

3.00

,25

.B2

26.73

3,85

.77

.BE

30.17

4.48

1.65

.B2

30.24

4 4 5

1.27

82

32.61

4 5 7

1.21

,so

42.9B

4.79

1,15

,B2

39.68

5,07

116

.BE

35.98

5 1 1

1.13

.82

5.43

15.96

6.64

16.38

5.79

14.55

8.19

14.20

6.19

14.09

5.40

15.67

7.41

16.31

7 0 4

15.82

8,17

17.27

8.50

17.91

7.03

18.42

21.00 21.28 24.47 26.73 27.39 30.41 3099 31.71 32.49 33.29 34.23

26.5

1.57

4.4%

14.0

.92

4 1 %

NMF

NMF

5.4%

69.3

4.34

4.7%

24.1

1.39

4.4%

13.2

.59

3.8%

2 1 1

1.20

3.1%

1 6 0

1.04

4.2%

19.0

97

3.8%

19.9

109

3.6%

1 9 2

1.09

3.8%

40.65

6.05

1.90

.95

42.15

6.30

2.05

1.00

Revenues per sh

"Cash Flow" per sh

Earnings per sh A

Div'ds Decl'd per sh 5 1 1

54.00

7.50

2.50

1.15

6.60

25.95

5.90

26.05

Cap'l Spending per sh

Book Value per sh

8.50

29.00

45.50 47.00 Common Shs Outsfg c 50.00

Bald Hg

Valu

destin

:res are

Ume

ates

Avg Ann'l PIE Ratio
Relative PIE Ratio
Avg Ann'l Div'd Yield

15.0
1.00

3.1%

1650

85.0

1980
95.0

Revenues ($mill)
Net Profit($milI)

270o

125

33.0%

4.6%

35,0%

4.8%

Income Tax Rate

Ne\ Profit Margin

36.0%

4.6%

50.5%

49.5%

50.5%

49.5%

Long-TermDebt Ratio

Common Equity Ratio

48.0%

52.0%

2280

3050

2475
3150

Total Capital ($mill)
Net Plant ($mill)

2800

3600

5.5%

s.0%

8.0%

5.5%

8.0%

8.0%

Recur on Total Cap'I
Recur on Shr. Equity
Return on ComEquity

6.5%

8.5%

8.5%

936.9
39.3

10341

38.3

1395.7

3 7 2

1320.9

s o s

1231.0

38.5

35.5%
4.2%

26.2%

3.7%

34.5%

2.7%

32.8%

29%

30.5%

3.1%

60.3%

35.5%

60.2%

35.8%

58.2%

39.5%

625%

34.1%

650%

34.0%

1424.7

1581.1

1489.9

1686.1

1417.6

1825.6

1748.3

1979.5

18515

2175.7

4.8%
7,U%
7.8%

4.6%

6.5%

7,2%

5.1%

6.0%

6.6%

4.3%

5.9%

6.5%

4.2%

8.1%

6.1%

CAPITAL STRUCTURE as of 9130/09

Total Debt $1227_g mm. Due in 5 Yrs $5623 mill.
LT Debt $1226.6 mill. LT Interest $85.0 mill,
(Total interest coverage: 2.3x)
Leases, Uncapitalized Annual rentals $6.0 mill.
Pension Assets-12/08 $342.9 mill.

Obllg. $558.9 mill.
Pfd Stock None

Common Stock44,955,318 she.
as of 11/2/09

MARKET CAP: $1.2 billion (Mid Cap)

2007 2008 9/30/09

32.0
470.5
502.5
220.7

47.1
260.1
527.9
229%

26.4
4 1 1 ]
438.1
191 .4

62.8
255.1
509.9
224%

32.8
246.4
279.2

66.8
1 .3

319.7
387.8
235%

CURRENT POSITION
($mlLL.)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Limb.
Fix. Chg. Cov.

Past
10Yrs.

6.0%
4.5%
7.0%
0.5%
4.5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Past Est'd '06-'08
5 Yrs. to '12-'14
4.5% 1.5%
3.5% 4.0%
9.0% 6.0%
1.0% 5.0%
5.0% 4.0%

Cal-
e nda r

QUARTERLY REVENUES (S mill.)

Mar.31 J un. 3 0  Se p. 3 0 Dec.31
Full
Year

2006

2007

2ooa

2009
2010

565.1
560.3
509.4
455
500

351.B
371.5
374.4
317.5
335

576.9

793.7

813.6

689.9

n o

430.9
426.6
447.3
387.6
415

2024.7
2152.1
2144.7
1850
1980

Cal-
endar

EARNINGS PER SHARE A
Mar.31 Jun.30 Sep.30 Dec.31

FuI\
Year

200s

2007

2008

2009

2010

d.25
d.22
d.38
d.18
d.20

.02

d.01

d.05

d.01

Ni l

1.11

1.17

1.14

1.12

1.20

1.11

1,01

.71

.97

1.05

1.98
1.95

1.39

1.90

2.05

Cal-
endar

QUARTERLY DIVDENDS PAID B-
Mar.31 Jun.30 Se9.30 Dec.31

Full
Year

2005
2006

2007

200a

2009

.205

.205
.215
.225
.238

.205

.205

.215

.225

.238

.205

.205

.205

.215

.225

.205

.205

.215

.225

.238

.B2

.B2

.85

.89

2.8%
64%

2.4%

67%

1.9%

71%

1.9%

70%

1.7%

72%

4.3%

49%

2.2%

65%

5.2%

42%

4.8%

44%

2.1%

63%

4.0%

51%

4.0%

49%

Retained to Com Eq
All Div'ds to Net Pref

4.5%

46%

therms. Sold PriMerit Bank, 7196. Has 4,732 employees. Off. & Dir.
own 2.0% of common stock, T. Rowe Price Associates, Inc., 7.0%'
Barclays Global Investors, 6.8% GAMCO Investors, inc., 6.4%
(3/09 Proxy). Chairman: James J. Kropid. CEO: Jeffrey W. Shaw.
Inc.: CA. Address: 5241 Spring Mountain Road, Las Vegas, Ne-
vada 89193. Telephone: 702~876-7237. Internet: www.swgas.com.

n |

BUSINESS: Southwest Gas Corporation is a regulated gas dis-
tributor serving approximately 1.8 million mstomers in sections of
Arizona, Nevada and California. Comprised of two business seg-
ments: natural gas operations and construction services. 2008 mar-
gin mix: residential and small commercial, 86% large commercial
and industrial, 5%. trans station, 9%. Total throughput: 2.4 billion

expenses

S o u t h w e s t  G a s  p o s t e d  a

b u t  h i g h e r  s h a r e  e a r n i n g s  f o r  t h e

S t i l l ,
ex-

S o u t h w e s t  G a s  r e p o r t e d  l o w e r  r e v e -
n u e s  f o r  t h e  t h i r d  q u a r t e r . The c om pa-
n y  h a s  b e e n  o p e r a t i n g  i n  a n  u n f a v o r a b l e
env i r onm en t  i n  r ec en t  pe r i ods ,  c ha r ac t e r -
i z e d  b y  a n e m i c  c u s t o m e r  g r o w t h ,  T h a t
said, a l s o  f e l l  i n  t h e  i n t e r i m ,
t h a n k s  t o  t h e  l o w e r  c o s t  o f  g a s  s o l d ,  a
dec l i ne  i n  c ons t r uc t i on  ex pens es ,  r educ ed
deprec iat i on expense,  and the ef fec t i ve use
o f  t e c h n o l o g y
s h a r e  l o s s  o f  $ 0 . 1 8 ,  m u c h  i m p r o v e d  f r o m
t h e  p r i o r - y e a r  t a l l y .  D u e  t o  t h e  s e a s o n a l
natur e  o f  the  bus i nes s ,  l os s es  ar e  c om m on
d u r i n g  t h e  s e c o n d  a n d  t h i r d  q u a r t e r s .
Look i ng  fo r war d ,  we an t i c i pa te  l ower  r ev e-
n u e
f o u r t h  q u a r t e r  a n d  f u l l - y e a r  2 0 0 9 .  M o d e r -
a t e  s h a r e - e a r n i n g s  g r o w t h  w i l l  p r o b a b l y
c ont i nue i n 2010. T h e  c o m p a n y  h a s
r educ ed i t s  c ap i ta l  ex pend i tu r es ,  g i v en the
c u r r e n t  l o w - g r o w t h  e n v i r o n m e n t .
S o u t h w e s t  c o n t i n u e s  t o  u p g r a d e  a n d
pond i t s  d i s t r i bu t i on  s y s tem .

c o m p a n y

Dec em ber  I I ,  2009

c h a n i s n i .  T h i s  i s  d e s i g n e d  t o  e n c o u r a g e
conservat i on ef for ts w h i l e i n s u l a t i n g
S o u t h w e s t  f r o m  t h e  i m p a c t  o f  l o w e r  c u s -
t o m e r  u s a g e .  T h i s  f o l l o w s  p r i o r  r a t e  c a s e
s e t t l em en ts  i n  Ca l i f o r n i a  and  A r i z ona .  T he
c o m p a n y ' s  f o c u s  o n  p r o c u r i n g  r a t e  r e l i e f
and  i m pr ov i ng  r a te  des i gn  i s  i m por tan t ,  as
s u c h  a p p r o v e d  r e v e n u e  i n c r e a s e s  h e l p  i t
cope wi th  h i gher  operat i ng expenses ,
I n v e s t o r s s h o u l d  b e  a w a r e  o f  s e v e r a l
c a v e a t s .  W a r m e r - t h a n - n o r m a l  t e m p e r a -
t u r e s  d u r i n g  t h e  w i n t e r  c a n  h u r t  p r o f i t a -
b i l i t y  a t  t h e  c o m p a n y .  M o r e o v e r ,  S o u t h -
w es t  w i l l  p r obab l y  i nc u r  g r ea t e r  ope r a t i ng
c o s t s  a s  i t  c o n t i n u e s  t o  e x p a n d .  I n  a d d i -
t i o n ,  i n s u f f i c i e n t ,  o r  l a g g i n g ,  r a t e  r e l i e f
m ay  hu r t  pe r f o r m anc e .
T h e s e  s h a r e s  a r e  r a n k e d  t o  t r a c k  t h e
b r o a d e r  m a r k e t  f o r  t h e  c o m i n g  s i x  t o
1 2  m o n t h s . Incom e-seek i ng i nves tor s  m ay
f i n d  t h i s  s t o c k ' s  p r o s p e c t s  f o r  d i v i d e n d
g r o w t h  a t t r a c t i v e .  H o w e v e r ,  i t s  t o t a l  r e -
t u r n  po ten t i a l  i s  s om ewhat  be l ow  av er age ,
f o r  a  u t i l i t y .  I t  m a y  t a k e  a  w h i l e  f o r  t h e
o v e r b u i l d i n g  t h a t  o c c u r r e d  i n  t h e  c o m p a -
ny ' s  oper a t i ng  te r r i t o r y  a r ound m i d- dec ade
to be absorbed.
M i c h a e l Napo l i ,  CP A

T h e r e c e n t l y  r e c e i v e d  a
$ 1 7 . 1  m i l l i o n  a n n u a l i z e d  g e n e r a l  r a t e
i n c r e a s e i n  N e v a d a ,  e f f e c t i v e  i n  N o v e m -
ber .  I t  a l so recei ved author i zat i on to es tab-
l i s h  a  m a r g i n  t r a c k i n g  ( d e c o u p l i n g )  m e -

ll II II mllllll l l II ululllul lal la H l ll l I l l
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18.9

Target Price Range
2012 2014
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vestment and stock purchase plan avail.
(C) In millions.

Company's Financial Strength
Stock's Price stability
Price GrowthPersistence
Earnings Predictability

100(A) Based on avg. shares outstand. thru. '96,
then diluted. Excl. nor rec. gains (losses): '93,
8¢, '97, 16¢, '02, (10¢), '05, (11¢), '06, 7¢. Ind.
asset wriledown: '93, 44¢. Exd. loss from disc.
© 2009, Value Line Publisher lm. All fhgw resewed.
THE PUBLISHER IS NOT RE PONSIBLE OR ANY ERR
of it may be reproduced, resold, stored of transmitted in anyp

ops.: '95, 75¢. Totals may not sum due to
rounding. Next egg. report due in February.
(B) Dividends historically paid early March,
June, September, December, It Div'd rein-

Factual material is obtained from sources believed to be reliable and is proved without warranties of any kind |
ORS OR 0MlSSlON$ HEREIN.
tinted, electronic of other lam,

Tnisgaublicalion is slrW!ly for subscriber's own,
or use for generating or marketing any printed Ur electronic publication,

non» commercial, internal use. No pan
service or pmducL
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NYSE-WGLWGLHOLDINGS 31.81RECENT
PRICE

PIE
RATl0 13_5(4"3:"s§1§;3) 0 .82

RELATIVE

PIE RAT\0

DIVD
YLD 4 . 7 %

VALUE
LINE

30.5
253

29.5
193

28.8
23.2

31.4
26.7

34.8
28.8

33.6
27.0

35.9
29.8

37.1
22.4

35.5
28.6

High :
Low:

30.8
23.1

29.4
21 .0TIMELINESS 4

1
Lowefed 11127109

s ArETte Raised4/2193

TECHNICAL 3 Ra&sed10Iz3l09
BETA .as (1.00=Market)

H'gh
Law

Price
4 5
3 5

Ann'l Total
Return
1 2 %

7 %

2012-14 PROJECTIONS

Gain
f*"° %3
+10%

Insider Decisions
JFMAMJJAS
0 0 0 0 0 0 0 0 00 1 0 0 0 0 0 0 00 4 1 0 2 0 0 1 0

to Buy
(Jptions
to Sell

InstitutionalDecisions
402001 192009 202009

w Buy 94 97 B5
w Sell 95 96 98
Hld'sl000i 31580 30919 31333

,e9:
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41 ml: ""--.
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2013

divided

3 tions:
haded area:

LEGENDS
1.30 x Dividends 5 sh

Hg Inheres Rate
Relative rice Strength

Yes
pool lecesszon

Latest recession began 12/07

I
ally 11l1]l1l I I  I  I ll | I 111 I

ll* Ill" ll 2
I

l l I

2;

% TOT. RETURN 11/09
VL Anti.

INDEX
60.4
4 . 1
22.3

mi s
STOCK

~8.7
8.7

29.2

1 yr.
3 yr.
5 yr.

I I I
18
12
e

Percent
shares
traded i r

I

I

|< I ill 11 I I I

l I I I I I I I I I I s ii I'll I III I l I
z010 © VALUE LINE PUB. INC 12-14

55.00
4.20
u 0
1.51

Revenues per sh A
"Cash Flow" per sh
Earnings per sh B
Div'ds DecI'd per sh Cl

58.40
4.75
2.75
1.63

3.00

22.80

Cap'l Spending per sh

Book Value per sh D

2.50

25.95

50.00 Common Shs 0utst'g E 50.00

:res are
Line
ates

Avg Ann'l PIE Ratio

Relative PIE Ratio

Avg Ann'l Div'd Yield

15.0

1.00

4. 0%

2750
115

Revenues ($mill) A
Net Profit ($mill)

2920

140

37.0%
4.2%

Income Tax Rate
Net Profit Margin

38.0%

4.8%

35.5%

62.5%

Long-Term Debt Ratio

Common Equity Ratio

34.5%

64.0%

1820

2420

Total Capital ($mllI)

Net Plant (Smill)

2025

2720

7.5%

10.0%

10.5%

Return on Total Cap'l
Return on Shr. Equity
Return on Com Equity

8.0%

10.5%

11.0%

2009
54.15

4.40

2.53

1.47

3.00

22.05

50.00

B o l d f i g.

Value

destin

2706.9

127.0

37.0%

4.7%

36.5%

61.9%

1780

2325

8.3%

11.5%

12.0%

1993 1994 1995 1996 1997 1998 1999 2000 z001 2002 2003 z004 2005 2006 2007 2008
21.55

2.25

1.31

1.09

21.69

2.43

1 4 2

1.11

19.30

2.51

1.45

1.12

22.19

2.93

1.85

1.14

2416

3.02

1.B5

1.17

23.74

2.79

154

1.20

20.92

2.74

1.47

1.22

22.19

3.20

1.79

1.24

29,80

3.24

1.88

1.26

32.63

2 6 3

1 1 4

1.27

42.45

4.00

2.30

1 2 8

42.93

3.87

1.98

1.30

44.94

3.97

2.13

1.32

53.96

3.89

1.94

1.35

53.51

3.89

2.10

1.37

52.65

4.34

2.44

1.41

2.43

11.04

2.84

11.51

2.63

11.95

2 8 5

12.79

3.20

13.48

3.B2

1385

3.42

14.72

2.67

15.31

2.68

1624

3.34

1578

2.65

16,25

2.33

16.95

2.32

17.80

3.27

18.86

3.33

19.83

2.70

20.99

41.50 42.19 42.93 43.70 43.70 43.84 46.47 46.47 48.54 48.56 4863 48.67 48,65 4889 4945 49.92

15.6

.92

5.3%

14.0

.92

5.6%

12.7

.85

6.1%

11.5

.72

5.4%

12.7

.73

5.0%

17.2

.89

4.5%

17.3

.99

4.8%

146

.95

4,8%

14.7

,75

4,s%

23.1

1.26

4B%

11.1

.63

5.0%

14.2

.75

4.6%

14.7

.78

4.2%

15.5

.84

4.5%

15.6

.82

4.2%

13.7

.85

4.2%

972.1
88.8

1031.1

84.6

1446.5

89.9

1584.8

55.7

20542
112.3

2089.6

98.0

2186.3

104.8

2637.9

96.0

2846.0

102.9

2628.2

122.9

36.0%
1.1%

36.1%

8.2%

39.6%

6.2%

34.0%

3.5%

35.0%

5.4%

382%
4.7%

37.4%

4.8%

39.0%

3.6%

39.1%

3.9%

37.1%

4.7%

41.5%

56.1%

43.1%

54.8%

41.7%

56.3%

45.7%

524%

435%

54.3%

40.9%

57.2%

39.5%

58.6%

37.8%

60.4%

37.9%

60.3%

35.9%

62.4%

1218.5

1402.7

1299.2

1480.3

1400.8

1519.7

1462.5

1606.8

1454.9

1874.9

1443.6

1915.6

1478.1

1 9 6 9 ]

1526.1

2067.9

1625.4

2150.4

1679.5

2208.3

7,1%
9.7%
99%

7.9%

11.4%

11.7%

79%
11.0%
112%

5.3%

7.0%

7.2%

9.1%

13.7%

14.0%

8.2%

11.5%

11.7%

8.5%

11.7%

12.0%

7 5 %

10.1%

10.3%

7.6%

10.2%

10.4%

8.5%

114%

11.6%

CAPITAL STRUCTURE as of 9/30/09
Total Debt $828.3 mill. Due in 5 Yrs $256.7 mill.
LT Debt $561 .8 mill. LT Interest$40.4 mill.
(LT interest earned: 5.9x, total interest coverage:
5.2x)
Pension Assets-9/09 $550.0 mill.

Oblig. $678.1 mill.
Preferred Stock $28.2 mill. Pfd. Div'd $1.3 mill.

Common Stock 50,264,447 she.
as of 10/31/09

MARKET CAP: $1.8 billion (MidCap)

2008 9/30/052007

4.9
568.8
573.7
216.9
205.4
134_8
557.1
432%

7.9
575.6
683.5
213.5
266.5
154.6
634.6
500%

6.2
736.1
742.3
243.1
347.0
158.4
748.5
490%

CURRENT POSITION
($MILL.)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Past
5 Yrs.

9.0%
4.0%
4.0%
1.5%
4 5 %

Est'd '06-'08
to '12-'14

1.5%
3.0%
4.0%
3.0%
4.5%

Pas(
10 Yrs.

8.5%
3.5%
2.0%
1.5%
4.0%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Flscal
Year
Ends

QUARTERLY REVENUES is mill.) A

Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2006
2007
2008
200g
2010

902.9
732.9
751.6
828.2
830

1064.5
1119.9
1020.0
1040.9
1050

M 6 9
467.5
464.7
427.0
455

323.6
325.7
391.9
412.8
415

2637.9
2646.0
2628.2
2706.9
2750

Fiscal
Year
Ends

EARNINGS PER SHARE A B
Dec.31 Mar.31 Jun.30 Sep.30

F\lll
Fiscal
Year

2006

2001

2008

2009

2010

.93

.92

.96

1 .03

.95

d.01

.22

.06

.11

.07

d.15
d,31
d.24
d25
d.30

1,17

1.27

1.65

1.85

1.58

1.94

2.10

2.44

2.53

2.30

Cal-
endar

QUARTERLY DIVIDENDS PAID cI

Mar.31 Jun.30 Sep.30 Dec.31
Full
Year

2o05

2006

2007

2008

2009

.333

.338

.34

.36

.37

.333

.338

.34

.36

.37

.325

.333

.34

.34

.CB

.333

.338

.34

.36

.37

1.32

1.34

1.36

1.42

1.47

1 .8%

82%

3.7%

69%

3.8%

67%

NMF

112%

62%
56%

4.1%

65%

4.5%

62%

3.2%

69%

3.5%

66%

5.0%

57%

4. 7%

58%

3.5%

65%

Retained to Com Eq
All Div'ds to Net Prof

4.5%

59%

vides energy related products in the D.C. metro area, Wash. Gas
Energy Sys. designshnstalls comm'l heating, ventilating, and air
cord. systems. American Century Inv. own 7.1% of common stock,
Off.ldir. less than 1% (1109 proxy). Chman. 8= CEO: Terry D. McCal-
lister. Inc.: D.C. and VA. Addr.: 1100 H SL, N.W., Washington, D.C.
20080. Tel.: 202-624-6410. Internet: wvwv.wglhoIdings.c0m.

BUSINESS: WGL Holdings, Inc. is the parent of Washington Gas
Light, a natural gas distributor in Washington, D.C. and adjacent
areas of VA and MD to resident'l and oomm'l users (1 053,032
meters). Hampshire Gas, a federally regulated sub., operates an
underground gas-storage facility in JAn. Non-regulated subs.:
Wash. Gas Energy Svgs. sells and delivers natural gas and pro-

<15
(A), and top mark

An application for a rate decoupler in Vir-
ginia should help reduce earnings volatili-
ty. The recent request for the recovery of
costs associated with use of chemicals to
treat gas in DC, which al lows for the
smooth flow-through on WGL's system,
should widen margins. Meanwhile, new
solar projects like the 1,000 solar panel
system to be installed in Washington, DC's
metro area could afford valuable alterna-
tive energy experience and a possible ave-
nue for expansion in the future.
The overall financial position appears
solid. Cash and equivalents rose more
than 27% compared to last year, and man-
agement looks to be slowly but steadily
reducing the debt load. But,
The company is now ranked to lag the
broader market averages in the com-
ing six to 12 months. At the same time,
WGL's price has declined about 5% since
our September review. This move may of-
fer an attractive entry point into these
good dividend-yielding shares, especial]
when the stock's Highest Safety rank
top Financial Strength
for Price Stability (100) are factored in.
Bryan J Fong December 11, 2009

WGL Holdings finished fiscal 2009
(ended September 30th) with decent
top- and bottom-line results. Revenues
advanced roughly 3% as WGL's retail en-
ergy marketing segment and design-build
energy systems unit contributed increased
volumes. This was partially offset by year-
to-year declines in the company's utility
operations due to reduced natural gas con-
sumption patterns. Meantime, lower gas
costs and a decrease in overall operating
expenses helped to widen margins and lift
the annual bottom line 3.'7%.
However,  we look for earnings to
decline in 2010. Plans to expand the
retail energy segment's geographic foot-
print into Pennsylvania should help to
boost volumes, Meanwhile, the design
build unit has roughly $45 million in cur-
rent order backlog for committed projects.
However, costs associated with the afore-
said PA expansion, as well as higher pen-
sion and retiree medical costs, will likely
weigh on margins, and result in a year-to-
year decline in the bottom line.
Multiple rate cases, expense recoup-
i ng initiatives, and new offerings
augur well for longer-term prospects.

ulll I  l

31.5
21.8

Target Price Range
2012 2014

.».

80

60
50
40

30
25
20

15

10
-7.5

HU

l l

IIIII

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence

lEarnings Predictability

1 0 0(A) Fiscal years end Sept. 30th. may not sum to total, due to change in shares vestment plan available.
(B) Based on diluted shares. Excludes non- outstanding. Next earnings report due late Jan. (D) Includes deferred charges and intangibles.
recurring losses: '01, (13¢), '02, (M¢), '07, (4¢) (C) Dividends historically paid early February, '08: $291.3 million, $5.81lsh.
discontinued operations: '08, (15¢). Qtly egg. May, August, and November. l Dividend rein- (E) ln millions. adjusted for stock split.
o 2009, Value Line Publishing . lm, All rt Hts reserved. Factual material is obtained from sources believed lo be reliable arid is provided without warranties of any kind.
THE PUBLISHER IS NOT RE8PQN§IBLEgF0R ANY ERRORS OR OMISSIONS HEREIN. noncommerdai, internal use. No part
of it may be reproduced. resold, sored or transmitted in any printed, elearunic or other form, service or produi:L

This publication is slrictiy lot subscriber's own,
or used tor generating nr marketing any printed or electronic publication,

l
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Scatinanés'AMERICAN STS WTR CO (NYSE)
18501 ETv -0.2833.29AWR (~0.77%) Vol. 52,276

Z a c k s . c o m

American States is a public utility company engaged principally in thepurchase, production, distribution and sale of
water. The company alsodistributes electricity in some communities. In the customer service areas for both water
and electric, rates and operations are subject to the jurisdiction of the California Public Utilities Commission.

G enera l  In f o rmat ion
AM E R  S T AT E S  W T R
630 East Foothill Boulevard
San Dimers, CA 91773-1212
Phone: 909 394-3600
Fax: 909 394-0711
Web: www.gswater.com
Email: investorinfo@aswater.com

Industry

Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank
Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

UNTIL-WATER
SPLY
Utilities

December
12/31 /09
03/11/2010

33.55
38,79
29.76
0.36

62,000.20
42

nwfsfueur RESEARCH
Pmvzn i lai ings. 8es»sar¢b&1Ilacwnmendatiaas

Zacks.com Quotes and Research

ZA KS

[RUR] So-Das Closing Prices

<

*s

1

a1-2?-1u.

3710

36:5

36.0

ss.s

s5.o
34.5
$4. o
ss.s
35.0

Page 1 off

12-28-09

% Price Change

4 Week

12 Week

YTD

-7.50
2.16

-5,25

% Price Change Relative to S&P 500
4Week

12Week

YTD

-5.06
-2.59
-3.31

Share information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

LastSplitDate

Dividend information

18,51 Dividend Yield

Annual Dividend

621,08 Payout Ratio

7.67 Change in Payout Ratio

06/10/2002 Last Dividend Payout / Amount

3.10%

$1 .04

0.00

0.00

11/09/2009 / $0.26

EPS Information

Current Quarter EPS Consensus Estimate

CurrentYear EPS ConsensusEstimate

Estimated Long-Term EPS Growth Rate

Next EPS ReportDate

0.39

1.82

4.00

03/11/2010

Consensus Recommendations

Current (1=Strong Buy. 5=Strong Sell)

30 Days Ago

80 Days Ago

90 Days Ago

1.80

1.80

1.80

180

Fundamental Ratios

PIE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

EPS Growth

16.18 vs. PreviousYear

18.04 vs. Previous Quarter

4.04

Sales Growth

38.46% vs. Previous Year

-15.62% vs. Previous Quarters

1905%

850°/0

ROE ROAPrice Ratios

Price/Book 1.73 12/31/09 12/31/09

http://www.zacks.com/research/print.php?type=report&t=AWR

C

1/28/2010



Zacks.com Page 2 of 2

10.03

9.40

3.06

2.83
Price/Cash F\ow

Price / Sales

Current Ratio

12/31 /09

09/30/09

08/30/09

8.92 09/30/09

.. 06/30/09

Quick Ratio

_ 12/31/09

1 .01 09/30/09

1.10 06/30/09

0.99

1.08

9.34

8.83

Net Margin Pre-Tax Margin

12/31 /09

09/30/09

06/30/09

- 12/31/09

12.57 09/30/09

10.59 06/30/09

12.57

10.59

09/30/09

06/30/09

Operating Margin

12/31109

09/30/09

06/30/09

Book Value

12/31/09

09/30/09

06/30/09

19.45

19.31

Inventory Turnover Debt~to-Equity Debt to Capital

12/31/09

09/30/09

06/30/09

- 12/31/09

49.80 09/30/09

51 .08 06/30/09

0.85

0.87

12/31 /09

09/30/09

06/30/09

45.99
4539

http1//www.zacks.com/research/print.php'?type=reporT&t=AWR 1/28/2010
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Zacks.com Quotes and Research

CALIFORNIA WTR SVC GROUP Scatfnadé(NYSE)

CWT 35.99 *-0.25 (-0.69%) Vol. 121 ,950

California Water Service Company's business, which is carried on through its operating subsidiaries, consists of the
production, purchase, storage, purification, distribution and sale of water for domestic, industrial, public and irrigation
uses, and for fire protection. It also provides water related services under agreements with municipalities and other
private companies. The nonregulated services include full water system operation, and billing and meter reading
services.

15:02 ET l

Genera! information
cAlF WATEFK SVC
1720 North First Street
San Jose, CA 95112
Phone: 408 387-8200
Fax: 408 437-9185
Web: www.calwatergroup.com
Email: klichtenberg@calwater,com

Industry

Sector:

UNTIL-WATER
SPLY
Utilities

FiscaI Year End
Last Reported Quarter
Next EPS Date

December
12/31 /09
02/24/2010

Price and Volume lnformaiien

4 [CUT] 30-Dag Closing Prices 13815

Isa.u

ls:».5

ls7.u

135.5

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

36.24

46.19

33.49
0.40

102,273.35
45.67

lss.a

135.5

01-27-10'

-2.53

1 .37

-1 .58

12-28-09

% Price Change Relative to S&P 500
4 Week

12 Week
YTD

0.04
-3.34
t .17

% Price Change

4 Week

12 Week

YTD

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

Dividend information

20.75 Dividend Yield

Annual Dividend

751 .80 Payout Ratio

6.90 Change in Payout Ratio

01/26/1998 Last Dividend Payout / Amount

3.26%
$1 .18

0.00
0.00

11/05/2009 / $0.29

EPS information
Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.35

1 .99

6.70

02/24/2010

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago
90 Days Ago

1.50

150
1.50
1.78

EPS Growth

Fundamental Ratios

P/E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

17.19 vs. Previous Year

18.21 vs. Previous Quarter

2.58

Sales Growth
-1132% vs. Previous Year
62.07° /= vs. Previous Quarter:

5.67%

19.29%

http://www.zacks.com/research/print.php?type=report&t=C

A ZAC KS

u . . .

1/28/2010
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ROE ROA

1 .79 12/31/09

g.3g 09/30/09

- 06/30/09

- 12/31/09

10.18 09/30109

10.94 06/30/09

2.81

3.12

Quick Ratio Operating Margin

- 12/31/09

1.07 09/30/09

1 .23 06/30/09

.. 12/31/09

1.03 09/30/09

1.18 06/30/09

9.36

10.12

Pre-Tax Margin Book Value

- 12/31/09

15.31 09/30/09

16.26 08/30/09

. 12/31/09

15.31 09/30/09

16.26 06/30/09

20.22

19.56

Debt-to-Equity Debt to Capital

Price Ratios

Price!Book

PricefGash Flow

Price / Sales

Current Ratio

12/31/09

09/30/09

06/30/09

NetMargin

12/31 /09

09/30/09

06/30/09

Inventory Turnover

12/31/09

09/30/09

06/30/09

. 12/31/09

38.77 09/30/09
38.87 06/30/09

.. 12/31/09

0.89 09/30/09
0.95 06/30/09

47.10

48,59

http://www .zacks.com/research/print.php ?type=report&t=C 1/28/2010
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p r a w n  R a t i n g s  N e s u r c h a Reeunnnazdarions
Z a c k s . c o m  Q u o t e s  a n d  R e s e a r c h

SOUTHWEST WATER CO Scaz f ranfe I(NASD)

S W W C * - 0 . 1 3 ( -2 . 07% ) V o l .  7 2 , 8 3 8

S out hwes t  Wat er  Com pany p rovid es  a  b road  rang e  o f  u t i l i t y and  u t i l i t y m anag em ent  se r vices  and  ser ves  peop le
f rom coas t  t o  coas t .  T hroug h i t s  var ious  subs id ia r ies ,  Sout hwes t  opera t es  and  manag es  wat er  and  was t ewat er
t reatment  f ac i li t ies  a long  wi t h  provid ing  ut i li t y submeter ing  and  b i lling  and  co llec t ion services .

6 . 15 16:00 ET
I

General information
SOUTHWEST WATER
O ne Wi ls h i r e  B u i ld ing  624  S ou t h  G r and  A venue
S u i t e  2900
L o s  A n g e le s ,  C A  9 0 0 1 7 8 7 8 2
P h o n e :  2 1 3  9 2 9 - 1 8 0 0
F ax :  626 - 915 - 1558
We b :  w w w , s o u t h w e s t w a t e r . c o m
E m a i l :  s w w c @ s w w c , c o m

Ind us t r y

S ec t o r :

UNTIL-WATER
SPLY
Utilities

F is c a l Y ear  E nd
Las t  Repor t ed  Q uar t e r
N e x t  E P S  D a t e

December
12/31/09
07/08/2010

Price and Volume information

»

g w . . . . . I

. ISIIIICJ 80-Dag Closing Prices a 16.50

l» a.40

15.30

16.20

16.10

16.00

Is.en

Z a c k s  R a n k

Y es t e r d ay' s  C los e

5 2  W e e k  H i g h

5 2 W e e k L o w

B e l a

2 0  D a y M o vi n g  A ve r a g e

T ar g e t  P r i c e  Cons ens us

6.28
6.48

3.67

0.56
90,115,00

8.25

5.19

10.56
6.62

7.96
5.43

2.66

%  P r i c e  C h a n g e

4  W e e k

1 2  W e e k

Y T D

S h a r e I n f o r m a t i o n

S har es  O u t s t and ing
(m i llions )

M ar k e t  Cap i t a l i z a t ion
(m i llions )

S hor t  Ra t io

Las t  Sp li t  Dat e

12-26-0e Ill-2?-ill

voPrice Change Relative to s8.p 500
4 Week

12 Week
YTD

Dividend Information
24.88 Dividend Yield

A nnua l D i v i d end

1 5 6 . 2 1 P ayou t  Ra t i o

8 . 1 8  C h a n g e  i n  P a yo u t  R a t i o

1 2 / 2 8 / 2 0 0 5  L a s t  D i v i d e n d  P a yo u t  /  A m o u n t

3.18%
$0.20

0.00

0.00

11/02/2009 / $0.05

EPS Information
Cur r en t  Q uar t e r  E P S  Cons ens us  E s t im a t e

Cur r en t  Y ea r  E P S  Cons ens us  E s t im a t e

E s t im a t ed  Long - T e r m  E P S  G r ow t h  Ra t e

Nex t  E P S  Repor t  Da t e

Consensus Recommendations
0.05 Current (1=Strong Buy, 5=Sirong Set\)
0.16 30 Days Ago

- 60 Days Ago
07/08/2010 90 Days Ago

2.20
2,20
2,20

2.33

Fundamental Ratios
E P S  G r o w t hP lE

Cur r en t  F Y  E s t im a t e :

T r a i l i ng  t o  M on t hs :

P E G  R a t i o

1 7 . 6 1 vs .  P r evious  Y ear

vs .  P revious  Q uar t e r

Sales Growth
-% vs. Previous Year

100.00% vs. Previous Quarter:

-2.28%
12.53%

P r i c e  R a t i o s ROE ROA

http://www.zacks.com/research/print.php'?type=report8Lt=SWWC

i.
C

1/28/2010



l lllllulll I

Zacks.co1n Page 2 of 2

P r ic e ! B ook

P r i c e / C as h  F low

P r i c e  l  S a les

1 . 4 0  1 2 / 3 1 / 0 9

3 . 5 7  0 9 / 3 ( ) / 0 9

.  0 6 / 3 0 / 0 9

- 12/31/09
-28.88 09/30/09
-27.86 06/30/09

~6.11

-6.36

C u r r e n t  R a t i o Q u i ck  Rat i o Operating Margin

1 2 / 3 1 / 0 9

09 / 30 ! 09

06 / 30 / 09

12 / 31 / 09

09 / 30 ! 09

06 / 30 / 09

12 / 31 / 09

09 / 30 / 09

06 / 30 / 09

~14.90

_ 1 5 . 6 4

N e t  M a r g i n P r e - T a x M a r g i n B o o k  V a l u e

1 2 / 3 1 / 0 9

09 / 30 / 09

06 / 30 / 09

12 / 31 / 09

09 / 30 / 09

06 / 30 / 09

12 ; 31 / 09

09 / 30 / 09

06 / 30 / 09

I n v e n t o r y  T u r n o v e r Deb t - to -E q u i ty D e b t  t o  C a p i t a l

12/31 /09

09 / 30 / 09

06 / 30 / 09

12 / 31 / 09

09 / 30 / 09

06 / 30 / 09

12/31/ '09

09 / 30 / 09

06 / 30 / 09

http://www.zacks.com/research/print.php?type=repo1t&t=S C 1/28/2010
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AQUA AMERICA INC (nosE) I
f

I

g

WTR 16.64 v-0.20 (-1.19°/>) Vol. 568,471

Aqua America is the largest publicly-traded U.S.-based water utility serving residents in Pennsylvania, Ohio, Illinois,
Texas, New Jersey, Indiana, Virginia, Florida, North Carolina, Maine, Missouri, New York, South Carolina and
Kentucky. The company has been committed to the preservation and improvement of the environment throughout its
history, which spans more than 100 years.

16:04 ET

Genera! information
AQUA AMER INC
762 W Lancaster Avenue
Bryn Mawr, PA 19010-3489
Phone: ext 527-8000
Fax: 610-645-1061
Web: www.suburbanwater.com
Email: ir.aquaamerica.com

Industry

Sector:

UNTIL-WATER
SPLY
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
12/31 /09
02/25/2010

Price and VoEume Information

x l'IJTD'1 nn_n..u I!1n¢11n.=1 D-;rl4: 18.0

17.8

17.6

17.4

17:2

17.0

16.8

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

,fax
16.84
21 ,so

15.39
0.17

700,890.06
22

-5.13
7.19

-3.83

-2.63
2.21

-0.02

% Price Change

4 Week

12 Week

YTD

Share information
Shares Outstanding
(millions)
Market Capitalization
(millions)

Short Ratio

Last Split Date

12-28-09 01-27-10

% Price Change Relative to s&p 500
4 Week
12 Week

YTD

Dividend information

136.27 Dividend Yield

Annual Dividend
2,294.80 Payout Ratio

g_45 Change in Payout Ratio

12/02/2005 Last Dividend Payout / Amount

3.44%

$0.58

0.00
0.00

11/12/2009 / $0.14

0.22

0.80

7.70

02/25/2010

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.62

1.62
1.62
1.71

EPS Growth

18.54 vs. Previous Year

21.87 vs. Previous Quarter

2.42

Sales Growth

-3.85% vs. Previous Year

31 .58% vs. Previous Quarter:

2.1 1%

8.06%

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

Fundameritai Ratios
P/E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report&t=WTR

A

1/28/2010
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2.12
11.81

12/31/09

09/30/09

08/30/09

- 12/31/09

9.66 09/30/09

9.95 06/30/09

2.93

3.04

Quick Ratio Operating Margin

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

12/31 /09

09/30/09

06/30/09

0.54
0.60

12/31 /09

09/30/09

06/30/09

.. 12/31/09

0.50 09/30/09

0.55 06/30/09

15.60
15.97

Net Margin Pre-Tax Margin Book Value

12/31/09

09/30/09

06/30/09

25,72
26.47

12/31/09

09/30/09

06/30/09

- 12/31/09

25.72 09/30/09

26.47 08/30/09

7.93

7.94

Inventory Turnover Debt-to-Equity Debt to Capital

12/31/09

09/30iog

06/30/09

4079
39.75

12/31/09

09/30/09

06/30/09

- 12/31/09

1 .17 09/30/09

1 .14 06/30/09

54.00
53.25

http://www.zacks.com/research/print.php?type=report&t=WTR 1/28/2010
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AGL Resources principal business is the distribution of natural gas to customers in central, northwest, northeast and
southeast Georgia and the Chattanooga, Tennessee area through its natural gas distribution subsidiary. AGL's
major service area is the ten county metropolitan Atlanta area

General information
AGL RESOURCES
Ten Peachtree Place NE
Arianta. GA 30309
Phone: 404 584-4000
Fax: 404 584-3945
Web: www.aglresources.com
Email: scave@aglresources.com

Industry
Sector

UTIL~GAS DISTR
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
12/31/09
02/04/2010

Price and Volume Information

[BGL] 3ll*Dug Closing Prices
Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

211 ,124.45

x, Price Change

4 Week

12 Week

5.04

0.71

3,32

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

12-2s-09 in-27-10

v., Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend information
Dividend Yield

Annual Dividend
2,729.09 Payout Ratio

Change in Payout Ratio
12/04/1995 Last Dividend Payout / Amount 11/10/2009 / $0.43

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

0.86

2.75

4.50

02/04/2010

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

Fundamental Ratios
EPS Growth

Current FY Estimate

Trailing 12 Months

PEG Ratio

12.15 vs. Previous Year

11.99 vs. Previous Quarter

Sales Growth
42.86% vs. Previous Year
38.46% vs. Previous Quarter 18.57° /<

Price Ratios

Price/Book

Price/Cash Flow

1.56 12/31/09

09/30/09

12/31/09

0980/09

http://www.zacks.com/research/print.php'?type=report&t=AGL
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7.53 3.56

3.6806/30/09

Quick Ratio

Price / Sales

Current Ratio

12/31 /09

09/30/09

06/30/09

1.26

1.03

12/31/09

09/30/09

06/30/09

9.06

8.63

Net Margin Pre-Tax Margin

12/31/09

09/30/09

06/30/09

15.30

17.12

12/31/09

09/30/09

08/30/09

13.05
13.60 06/30/09

Operating Margin
- 12/31/09

0.64 09/30/09
0.61 06/30/09

Book Vaiue
_ 12/31/09

15.30 09/30/09

17.12 06/30/09

22.61

22.79

Inventory Turnover Debt-to-Equity Deb! to Capital

12/31 /09

09/30/09

06/30/09

3.70

3.70

12/31/09

09/30/09

06/30/09

_ 12/31/09

1 .13 09/30/09

0.95 05/30/09

53.06

48.78

http://www.zacks.com/research/print.php?type=report&t=AGL 1/28/2010
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At nos Energy Corporation distributes and sells natural gas to residential, commercial, industrial, agricultural and
other customers. At nos operates through five divisions in cities, towns and communities in service areas located in
Colorado, Georgia, Illinois, Iowa, Kansas, Kentucky, Louisiana, Missouri, South Carolina, Tennessee, Texas and
Virginia. The Company has entered into an agreement to sell all of its natural gas utility operations in South Carolina.
The Company also transports natural gas for others through its distribution system.

General information
AT MOS ENERGY CP
Three Lincoln Centre 5430 Lbs Freeway
Suite 1800
Dallas, TX 75240
Phone: 972-934-9227
Fax: 972-855-3040
Web: www.atmosenergy.com
Email: lnvestorRelations@atmosenergy.com

industry
Sector:

UTIL-GAS DISTR
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

September
12/31 /09
02/02/2010

Price and Volume Information
z

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

28.04

30.32

20.07
0.50

300,966.69
29.67

8015

lsn.o

129.5

129.0

I2a.s

128.0

-6,16
-0.32

-4.63

-3.69
-4.95

-2.27

% Price Change

4 Week

12 Week

YTD

Share Information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

12-28-09 01-27-10

% Price Change Relative to S&P 500
4 Week
12 Week

YTD

Dividend information

92.93 Dividend Yield

Annual Dividend

2,605.81 Payout Ratio

3.58 Change in Payout Ratio
05/17/1994 Last Dividend Payout l Amount

478%
$1 .84

QQ()

0.00
11/23/2009 /I $0.34

EPS Information
Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

0.90

2 2 0

5.00

02/02/2010

Consensus Recommendations
Current (1=Strong Buy, 5=SIrong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.50

2.67
2.67

2.67

EPS Growth

Fundamental Ratios
P/E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

12.76 vs. Previous Year

13.88 vs, Previous Quarter

2.55

Sales Growth

-500.00% vs. Previous Year

-33.33% vs. Previous Quarter:

54.84%
-16.67%

http://www.zacks.corn/research/print.php'?type=report&t=ATO 1/28/2010
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ROE ROA

1 .19 12/31/09

6.28 09/30/09

.. 06/80/09

8.58
9.14

12/31/09

09/30/09

06/80/09

2.85
2.99

Quick Ratio Operating Margin

. 12/31j09

1 .12 09/30/09

1 .24 06/30/09

0.65
0.74

12/31/09

09/30/09

06/30/09

3.72

3.37

Pre-Tax Margin Book Value

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

12/31/09

09/30/09

OB/30/09

Net Margin

12/31/09

09/30/09

06/30/09

- 12/31/09

5.86 09/30/09
5.55 06/30/09

5.86

5.55

12/31 /09

09/30/09

06/30/09

23.59

23.82

Inventory Turnover Debt-to-Equity Debt to Capital

12/31/09

09/30/09

06/30/09

.. 12/31/09

10.42 09/30/09

11 .62 06/30/09

1 .00

0.99

12/31 /09

09/30/09

05/30/09

49.92

49.75

http://www.zacks.com/research/pr*int.php'?type=report&t=ATO 1/28/2010
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LACLEDE GROUP INC (nosE)
LG (NlA%)

The Laclede Group, Inc. is a public utility engaged in the retail distribution and transportation of natural gas. The
Company, which is subject to the jurisdiction of the Missouri Public Service Commission, serves the City of St. Louis
St. Louis County, the City of St. Charles, St. Charles County, the town of Arnold, and pans of Franklin, Jefferson, St
Francois. Ste. Genevieve. Iron. Madison and Butler Counties, all in Missouri

Vol. 133 15:03 ET E

General information
LACLEDE GAP INC
720 Olive Street
St. Louis. MO 63101
Phone: 314~342-0500
Fax: 314-421.1979
Web: www.thelacledegroup.com
Email: mkulIman@lacledegas.com

Industry
Sector

UTILE~GAS DlSTFi
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

September
12/31/09
01/28/2010

Price and Volume Information

g TIED "h'l..fl.nu l"!1

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

20 Day Moving Average

Target Price Consensus

92,742.95

35
12-28-09 01-27-10

% Price Change
4 Week

12 Week

6.94
6.53
4.29

Share Information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Shop Ratio

Last Split Date

% Price Change Relative xo S&P 500
4 Week

12 Week
YTD

Dividend Information

Dividend Yield

Annual Dividend

719. 12 Payout Ratio

Change in Payout Ratio
03/08/1994 Last Dividend Payout / Amount 12/09/2009 / $0.40

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Hate

Next EPS Report Date

1 .02

2.47

3,00

01/28/2010

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago
90 Days Ago

Fundamental Ratios

EPS Growth

Current FY Estimate

Trailing 12 Months

PEG Ratio

13.09 vs. Previous Year

11.11 vs. Previous Quarter

Sales Growth

57.14% vs. Previous Year

170.97% vs. Previous Quarter

44.24°/<

18.72%

Price Ratios
Price/Book 1.39 12/31/09 12/3U09

http://www.zacks.com/research/print.php?type=repon&t=LG 1/28/2010
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7.07 09/30/09
- 06/30/09

3.63
3.71

Quick Ratio
- 12/31/09

1 .23 09/30/09

1 .24 06/30!09

3.39
3.14

Price/Cash Flow

Price / Sales

CurrentRatio

12/31 /09

09/30/09

06/30/09

Net Margin

12/31 /09

09/30/09

06/30/09

Pre-Tax Margin

- 12/31/09

5.11 09/30/09

4.81 06/30/09

12.30 09/30/09
12.78 06/30/09

Operating Margin
_ 12/31/09

0.84 09/30/09
0.98 06/30/09

Book Vaiue

_ 12/31/09

5.11 09/30/09

4.81 06/30/09

23.32

23.97

Inventory Turnover Debt-to-Equity Debt to Capital
12/31 /09

09/30/09

06/30/09

. 12131/09

11 .80 09/30/09

10.65 06/30/09

- 12/31 /09

0.75 09/30/09
0.73 08/30/09

42.95
42.30

http://www.zacks.com/research/p1*int.php?type=repor18ct=LG 1/28/2010
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NJ RESOURCES is an exempt energy secs holding company providing retail & wholesale natural gas & related
energy services to customers from the Gulf Coast to New England. Subsidiaries include: (1) N J Natural Gas Co, a
natural gas distribution company that provides regulated energy 81 appliance services to residential, commercial &
industrial customers in central & northern N J. (2) NJR Energy Holdings Corp formerly NJR Energy Svcs Corp & (3)
NJR Development Corp, a sub-holding company of NJR, which includes the Company's remaining unregulated
operating subsidiaries.

G enera l  In fo rm at i on
NJ  RESOURCES
1415 Wyckoff Road
Wall, NJ 07719
Phone: 732-938-1489
Fax: 732 938-3154
Web: www.njresources.com
Email: investcont@njresources.com

industry
Sector:

UTIL-GAS DISTR
mutinies

Fiscal Year End
Last Reported Quarter
Next EPS Date

September
12/31/09
02/03/2010

Price and Volume Information

188
36.81
42.37

29.95
0.13

240,792.45
42.8

F H J D  1  3 H - h n u  P . 1 n ¢ e E n a  D \ n . 4 . - a r
3 9 . 0

s a . 5

3 8 . 0

$ 7 . 5

8 7 . 0

3 5 . 5

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Gonsensus

-4.07
4.93

-1 .58

-1 .54

0.06
-0.48

% Price Change

4 Week

12 Week

YTD

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

12-28-09 01-27-10

% Price Change Relative to S&P 580
4 Week

12 Week
YTD

Dividend information
41 .58 Dividend Yield

Annual Dividend
1,530.56 Payout Ratio

11.18 Change in Payout Ratio
03/04/2008 Last Dividend Payout / Amount

3.69%
$1 .so

0.00
0.00

12/11/2009 / $034

EPS Information
Current Quaker EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

0.83

2,56

7.00

02/03/2010

Consensus Recommendations

Current (1=Slrong Buy, 5=Strong Sell)

30 Days Ago

60 Days Ago

90 Days Ago

1.67

1.67
2.14

2.14

EPS Growth

Fundamental Raiias
PIE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.38 vs. Previous Year

15.53 vs. Previous Quarter

2.05

Sales Growth

69.23% vs. Previous Year

~500.00% vs. Previous Quarter:

-50. 12° />

~6.45° /°

http1//www.zacks.com/research/pnlnt.php'?type=report&t=NJR
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ROE ROA

2.24 12/31/09

11.71 09/30/09

.. 06/30/09

4.15

3.58

Quick Ratio

Price Ratios

Price/Book

Price!Cash Flow

Price / Sales

Current Ratio

12/31/09

09/30/09

06/30/09

- 12/3U09

1 .23 09/30/09

1 .23 06/30/09

3.89
2.98

Net Margin Pre-Tax Margin

12/31 /09

09/30/09

06/30/09

- 12/31/09

1.21 09/30/09

5.56 06/30/09

16.42
17.11

Inventory Turnover Debt-to-Equity

12/31 /09

09/30/09

06/30/09

- 12/31/09

10.06 09/30/09

9.78 06/30/09

- 12/31/09

13.90 09/30/09
12.20 06/30/09

Operating Margin
. 12/31/09

0.68 09/30/09

0.88 06/30/09

Book Value

.. 12/31/09

1.21 09/30/09

5.66 06/30/09

Debt to Capital
_ 12/31/09

0.66 09/30/09

0.63 06/30/09

39.77

38.82

http://www.zacks.com/research/print.php?type=repo1*t&t=NJR 1/28/2010
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Nicor Inc. is a holding company and is a member of the Standard & Pools 500 Index. Its primary business is Nicor
Gas, one of the nation's largest natural gas distribution companies. Nicor owns Tropical Shipping, a containerized
shipping business sewing the Caribbean region and the Bahamas. In addition, the company owns and has an equity
interest in several energy-related businesses.

General information
NICOR INC
1844 Ferry Road
Naperville, IL 60563-9600
Phone; 630-305-9500
Fax: 630~983-9328
Web: www.nicor.com
Email: None

industry
Sector:

UTIL-GAS DlSTR
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
12/31/09
02/26/2010

Price and Volume Information

rr:oc1 R0-hnu nn..=4m. D444-5:

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

40.60
43.39

27.50
0.37

318,307.44
41

-5_71

8.15

-356

-3.23
3.13

-2.67

% Price Change

4 Week

12 Week

YTD

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

44.0
428.5

48.0
42.5

42.0
41.5

41.11
40.5

40.8

12-28-09 01-27-10

% Price Change Relative to S&P 590
4 Week

12 Week

YTD

Dividend information
4523 Dividend Yield

Annual Dividend
1 ,83638 Payout Ratio

7.70 Change in Payout Ratio

04/27/1993 Last Dividend Payout / Amount

458%
$1 .he

0.00

0.00
12/29/2009 / $0.47

EPS information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

1 .01

2.70

4.20

02/26/2010

Consensus Recommendations
Current (1=Sirong Buy, 5=Strong Sell)

30 Days Ago

50 Days Ago
90 Days Ago

3.13

2.86
2.83
2.83

EPS Growth

14.10 vs. Previous Year

14.45 vs. Previous Quarter

3.33

Sales Growth
900.00% vs. Previous Year

-40.00% vs. Previous Quarter:

-26.05%
27.26%

ROE ROA

Fundamental Ratios
P/E
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios
Price/Book 1.83 12/31/09 12/31/09

http://www.zacks.com/research/print.php?type=report&t=GAS
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5.93 09.-'30/09

06/30/09

12.88
11.78

2.88

2.59

Price/Cash Flow

Price / Sales

Current Ratio
t2/31 /09

0g/30)09
06/30/09

Quick Ratio

09/30/09

06/30/09

Operating Margin

12/31 /09

09/30/09

06/30/09

0.81
0.76

12/31/09

09/30/09

06/30/09

0.62
0.73

4.38

3.81

Net Margin Pre-Tax Margin Book Value

12/31 /09

09/30/09

06i30/09

6.32

5.46

12/31 /09

09/30/09

06/30/09

6.32

5.46

12/31/09

09/30/09

06/30/09

22.13

22.25

Inventory Turnover Debt-to-Equity Debt to Capita!

12/31/09

09/30/09

OB/30/09

1560
14.05

12/31/09

09/30/09

06/30/09

0.50

0.50

12/31 /09

09/30/'09

06/30/09

33.24
33.12

http://www.zacks.com/research/print.php?type=report&t=GAS 1/28/2010
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NW Natural is principally engaged in the distribution of natural gas.The Oregon Public Utility Commission (OPUC)
has allocated to NW Natural as its exclusive service area a major portion of western Oregon, including the Portland
metropolitan area, most of the fertile Willamette Valley and the coastal area from Astoria to Coos Bay. NW Natural
also holds certificates from the Washington Utilities and Transportation Commission (WUTC) granting it exclusive
rights to serve portions of three Washington counties bordering the Columbia River

General information
NORT HW EST  NAT  G
220 NW Second Avenue
Portland. OR 97209
Phone: 503 226-4211
Fax; 503 273-4824
Web: www.nwnaturaLcom
Email: Bob,Hess@nwnatural.com

Industry
Sector

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Vuiume Informaiian

Zacks Rank

Yesterday's Close

52 Week Hig3'l

52 Week Low

December
12/31/09
02/26/2010

UT1L-GAS DISTR
Utilities

envesrnenr R $2 Eanuu
Hwan aatfnua Res» sw'c&&1'ta4zulntanaau¢arfinns

Zacks.com Quotes and Research

ZAKS

[HHN] SB-Dag Chasing P\*:i.:1:s

Page 1 of 2

20 Day Moving Average

Target Price Consensus

77,501 .70

12-28-09 01-27-10

%» Price Change

4 Week

12 Week

5.44

3.89
3.44

Share Information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

Ka Price Change Relative to S&P 500

4 Week

12 Week

YTD

Dividend information
Dividend Yield

Annual Dividend
1,153.22 Payout Ratio

Change in Payout Ratio

09/09/1996 Last Dividend Payout l Amount 10/28/2009 / $0,41

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

1 .18

2.76

5.70

02/26/2010

Consensus Recommendations

Current (1=Strong Buy, 5=Strong Sail)

30 Days Ago

60 Days Ago

90 Days Ago

Fundamental Ratios

Current FY Estimate

Trailing 12 Months

PEG Ratio

Price Ratios

EPS Growth

15.69 vs. Previous Year

14.94 vs. Previous Quarter

Sales Growth
34.21% vs. Previous Year

308.33% vs. Previous Quarter 2151%

http://www.zacks,com/research/print.php'?type=report&t=NWN
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Price/BoQk

Price/Cash Flow

Price / Sales

1.80

8.11

12!'31/09

09/30/09

06/30/09

11.87
11.51

12/31/09

09/30/09

06/30/09

Current Ratio Quick Ratio Operating Margin

12/31/09

09/30/09

06/30/09

1 .03

0.94

12/31 /09

09/30/09

06/30i09

0.69
0.67

12/31/09

09/30/09

06/30/09

Net Margin Pre-Tax Margin Book Value

12./31/09

09/80/09

06/30/09

11.71
11,19

12/31 /09

09/30/09

06/30/09

11.71
11.19

12/31/09

09/30/09

06/30/09

Inventory Turnover Debt-to-Equity Debt to Capital

12/31/09

09/30/09

06/30/09

9.12

8.96

12/31 /09

09/30/09

06/30/09

0.99
0.89

12/31 /09

09/30/09

05/30/09

http://www.zacks.com/research/print.php?type=report&t=NWN 1/28/2010
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Zacks.com

Piedmont Natural Gas Co, Inc., is an energy and services company engaged in the transportation and sale of natural
gas and the sale of propane to residential, commercial and industrial customers in North Carolina, South Carolina
and Tennessee. The Company is the second-largest natural gas utility in the southeast, The Company and its non-
utility subsidiaries and divisions are also engaged in acquiring, marketing and arranging for the transportation and
storage of natural gas for large-volume purchasers, and in the sale of propane to customers in the Company's three-
state service area.

G enera l  i n fo rm at i on
PIEDMONT  NAT  GA
4720 Piedmont Row Drive
Charlotte, NC 28210
Phone: 704 3B4~8120
Fax: 704-365--849
Web: www.piedmontng.oom
Email: investorrelations@piedmontng.oom

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume lnformaiicrl

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

October
10/31/09
03/08/2010

UTIL-GAS DISTR
Utilities

88.
25.93
27.84

20.68
0.20

409,235.66

26.61

WVESTMENT RSSEAHCH
FwuueawRatings. RssmarahaNelwmmmnrations

Zacks .com Quotes  and Research

* ZACKS

WHY] 30-Das Closing Pr lees 4
27.s
27.8
27.4
27.2
27.0
26¢8

26.6
26.4
26.2
26.0
25.8

Page 1 of 2

12-28-09 01-27-0

-5.30
13.78

-3.07

-2.80
8.49

-0.69

% Price Change

4 Week

12 Week

YTD

Share Information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

% Price Change Relative to S&P sao

4 Week

12 Week

YTD

Dividend Information

73.38 Dividend Yield

Annual Dividend

1,902.74 Payout Ratio

929 Change in Payout Ratio

11 I01/2004 Last Dividend Payout / Amount

4.17%

$1 .08
0.65

_0.06
12/23/2009 / $0.27

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

1 .20

1 .61

6.30
03/08/2010

Consensus Recommendations

Current (1=Strong Buy. 5=Stror\g Sell)

30 Days Ago

60 Days Ago

90 Days Ago

2.88

2.57
2.57

2.50

EPS Growth

Fundamental Ratios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

16.16 vs. Previous Year

15.53 vs. Previous Quarter

2.58

Sales Growth

-% vs, Previous Year

40.00% vs. Previous Quarter:

-28.52%
23.66%

http://www.zacks.com/research/print.php?type=report&t=PNY 1/28/2010
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ROE ROA

2.00 10/31/09

9.17 07/31/09
1 .16 04/30/09

3.91
3.64

3.66

Quick Ratio
. 10/31/09

0.99 07/31/09

1 .07 04/30/09

12.84 10/31/09
12.13 07/31/09
12.17 04/30/09

Operating Margin
. 10/31/09

0.76 07/31/09
0.88 04/30/09

7.50

6.59

5.97

Pre-Tax Margin Book Value

. 10/31/09

12.89 07/31/09

11.58 04-#30/09

- 10/31/09

12.89 07/31/09

11.58 04/30/D9

12.99

13.20

Debt-to-Equity Debt to Capital

Price Ratios

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

10/31/09

07/31/09

04/30/09

Net Margin

10/31/09

07/31/09

04/30/09

Inventory Turnover

10/31/09

07/31/09

04/30/09

- 10/31/09

10.20 07/31/09
10.05 04/30/09

- 10/31!09

0.84 07/31/'09

0.82 04/30/09

45.54

45.00

http://www.zacks.com/research/print.php?type=report&t=PNY 1/28/2010
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SOUTH JERSEY INDS INC (nosE) g

16:85 ET 9SJ! 38.36 v-0.12 (-0.31%) Vol. 172,593

South Jersey leds Inc. is engaged in the business of operating, through subsidiaries, various business enterprises.
The company's most significant subsidiary is South Jersey Gas Company (SJG). SJG is a public utility company
engaged in the purchase, transmission and sale of natural gas for residential, commercial and industrial use. SJG
also makes ofT~system sales of natural gas on a wholesale basis to various customers on the interstate pipeline
system and transports natural gas.

General Information
SOUT H JERSEY IN
1 South Jersey Plaza
Folsom, NJ 08037
Phone: 609 561-9000
Fax: 609 561 -8225
Web: www.sjindustries.com
Email: investorrelations@siindustries,com

Industry
Sector:

UTIL-GAS DISTFi
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
12/31/09
02/24/2010

Price and Volume information

38.48
40.24

31 .98
0.21

160,182.41
46.5

[SJI 1 30-D49 Closing Prices 140.0

Is*a.s

139.0

138.5

l:ss.o

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

-2.11

10.38
0.79

0.47
5.25

2.11

% Price Change

4 Week

12 Week

YTD

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Dale

1̀2-2s- 09 01-27- 1 o'

% Price Change Relative to S&P 500
4 Week
12 Week

YTD

Dividend information
29.80 Dividend Yield

Annual Dividend

1,146.55 Payout Ratio

8.94 Change in Payout Ratio

07/01 /2005 Last Dividend Payout / Amount

3.43%
$1 .32

0.00
0,00

12/08/2009 / $0.33

EPS information
Current Quarter EPS consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date

0.82
2.39

12.40

02/24/2010

Consensus Recommendations
Current (1=Srrong Buy, 5=Strong Sell)
30 Days Ago

60 Days Ago

90 Days Ago

1.43
1.43

1.43
1.43

EPS Growth

Furxdarnenta! Ratios

PIE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.38 vs. Previous Year

17.33 vs. Previous Quarter

1.16

Sales Growth

~250.00° /= vs. Previous Year

-140.00% vs. Previous Quarter:

~39.50%

-5.50%

Price Ratios ROE ROA

http://www .zacks.com/research/print.php ?type=report&t=S JI

A
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2.17

11.07

12/31/09

09/30/09

06/30/09

. 12/31/09

12.58 09/30/09
13.17 06/30/09

3.86
4.06

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

12/31 /09

09/30/09

06/30/09

Quick Ratio Operating Margin

0.88

0.92

12/31 /09

09/30i09

06/30/09

.. 12/31/09

0.54 09/30/09

0.64 06/30/09

7.47

7.13

Net Margin Pre-Tax Margin Book Value
12/31 /09

09/30/09

06/30/09

10.32
1754

12/31 /09

09/30/09

OG/30/09

- 12/31/09
10.32 09/30/09

17.54 08/30/09

17.74
18.11

Inventory Turnover Debt-to-Equity Debt to Capita!
12/31 /09

09/30i'09

06/30/09

6.37
5.74

12/31 /09

09/30/09

06/30/09

- 12/31/09
0.63 09/30/09

0.62 06/30/09
38.63
38,14

http://www.zacks.com/research/print.php ?type=report&t=SJI 1/28/2010
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(NYSE)

SWX 27.81 *r-0.17 (-0.61%) Vol. 143,519

SOUTHWEST GAS CORP. is principally engaged in the business of purchasing,transporting, and distributing natural
gas in portions of Arizona, Nevada,and California. The Company also engaged in financial services activities,through
PriMerit Bank, Federal Savings Bank (PriMerit or the Bank), a wholly owned subsidiary.

SOUTHWEST GAS CORP
i
i

36:04 ET
I

General information
SOUT HW EST  GAS
5241 Spring Mountain Road
p.0. Box 98510
Las Vegas, NV 89193-8510
Phone: 702 B76-7237
Fax: 702-876-7037
Web: www.swgas.com
Email: None

Industry
Sector:

UTIL-GAS DISTFI
Utilities

Fiscal Year End
Last Reported Quarter
Next EPS Date

December
12/31/09
02/25/2010

Price Ami Volume lnformatian
i _--
; [51414] 30-Dqg Closing Price: 2915

29.4

29.2

29.0

26.8

26.6

28.4

28.2

28.0

27.8

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

27.98

29.48
17.08

0.71

155,326.59
30

'12-2s-09 01-27-10

-4.11
11.25

-1.93

-'I .59

6.08

-0.01

% Price Change

4 Week

12 Week

YTD

Share information

Shares Outstanding
(millions)

Market Capitalization
(millions)

Short Ratio

Last Split Date

° /> Price Change Relative to S&P sao

4 Week

12 Week

YTD

Dividend Iniormatian

44.96 Dividend Yield

Annual Dividend

1 ,257.84 Payout Ratio

5_58 Change in Payout Ratio

N/A Last Dividend Payout / Amount

3.40%
$0.95

0.00
0.00

11/12/2009 I $024

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long-Term EPS Growth Rate

Next EPS Report Date

1 .08
1 .96

7.00
02/25/2010

Consensus Recommendations
Current (1=Strong Buy, 5=Strong Sell)

30 Days Ago
60 Days Ago
90 Days Ago

2.43

2.43
2.43
250

EPS Growth

13.02 vs. Previous Year

13.85 vs. Previous Quarter

1.86

Sales Growth
147.37% vs. Previous Year

1,700.00° /: vs. Previous Quarter:

-15.29%

-18.09%

ROE ROA

Fundamental Ratios
PIE
Current FY Estimate:

Trailing 12 Months:

PEG Ratio

Price Ratios
Price/Book 1.18 12/31/09 12/31/09

http://www.zacks.com/research/print.php?type=report&t=S

A

1/28/2010
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4.74 09/30/09
_ 06/30/09

2.28

1 .63

Quick Ratio
- 12/31/09

0.72 09/30/09

0.69 06/30/09

4.47

3.07

Pre-Tax Margin
_ 12/31/09

5.93 09/30/09
5.35 06/30/09

7.97 09/30/09

5.70 06/30/09

Operating Margin
.. 12/31/09

0.72 09/30/09

059 06/30/09

Book Vaiue

_ 12/31/09

5.93 09/30/09

5.35 06/30/09

23.76
24.16

Price/Cash Flow

Price / Sales

Current Ratio

12/31/09

09/30/09

06/30/09

Net Margin

12/31 /09

09/30/09

06/30/09

Inventory Turnover

12/31/09

09/30/09

06/30/09

Debt-to-Equity Debt to Capital

12/31/09

09/30/09

06/30/09

_ 12/3U09

1 .06 09/30309

1 .04 06/30/09

49.16

50.97

http://www.zacks.com/research/print.php?type=report&t=SWX 1/28/2010



SearfradafWGL HLDGS INC (nose)
16101 ETv -0.32WGL 31.90 Vol. 272,135(-0.99%)

Zacks.com

WASHINGTON GAS LIGHT CO is a public utility that delivers and sells natural gas to metropolitan Washington,
D.C. and adjoining areas in Maryland and Virginia. A distribution subsidiary serves portions of Virginia and West
Virginia. The Company has four wholly-owned active subsidiaries that include: Shenandoah Gas Company
(Shenandoah) is engaged in the delivery and sale of natural gas at retail in the Shenandoah Valley, including
Winchester, Middletown, Strasburg, Stephens City and New Market, Virginia, and Martinsburg, West Virginia

G enera l  i n fo rm at i on
W GL HLDGS INC
101 Constitution Avenue NW
Washington, DC 20080
Phone: 703 750-2000
Fax: 703 750-4828
Web: www.wglholdings.com
Email: madams@washgas.com

Industry
Sector:

Fiscal Year End
Last Reported Quarter
Next EPS Date

Price and Volume information

Zacks Rank

Yesterday's Close

52 Week High

52 Week Low

Beta

20 Day Moving Average

Target Price Consensus

_llllllllll

September
12/31 /09
02/03/2010

UTIL-GAS DISTFi
Utilities

32.22

35.52

28.59
0.16

214,922.91

34.67

8*-L

proven Ratings, Reseatcrr & Recmrrmendawans
Zacks .com Quotes  and Research

L ZACKS
INVESTMENT saazsenrecu

[HGL] 30~Da~; Clog ins Pr ins

i
i

3

s 57-4Io'

l85J

Ia4.s

Is4.¢

Iss.s

l:ss.a

Is2.s

182.1

Page 1 of 2

% Price Change

4 Week

12 Week

YTD

-5.06
-2.30

-3.94

% Price Change Relative to s&p sao

4 Week

12 Week

YTD

-3.59
-6.84

-2.16

Share lniormalion

Shares Outstanding
(millions)

Markel Capitalization
(millions)

Shop Ratio

Last Split Date

Dividend Information

50.26 Dividend Yield

Annual Dividend

Payout Ratio

12.05 Change in Payout Ratio

05/02/1 gg5 Last Dividend Payout / Amount

1 ,619.51

4.56%
$1 .47

0.00
0,00

01/06/2010 / $0.37

0.98

2.27

2.67
2.67
2.67
2.67

EPS Information

Current Quarter EPS Consensus Estimate

Current Year EPS Consensus Estimate

Estimated Long~Term EPS Growth Rate

Next EPS Report Date 02./03/2010

Consensus Recommendations

Current (1 =Stror\g Buy, 5=StrQng Sell)

30 Days Ago

60 Days Ago

90 Days Ago

EPS Growth

Fundamental Ratios

P/E

Current FY Estimate:

Trailing 12 Months:

PEG Ratio

14.18 vs. Previous Year

12.69 vs. Previous Quarter

Sales Growth
-13.64% vs. Previous Year

~327.27% vs. Previous Ouarter:

155.45%

-3.32%

Price Ratios ROE ROA

http://www.zacks.com/research/print.php?type=report8ct=WGL

A
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1 .47 12/31/09

7.11 09/30/09

.. 06/30/09

. 12/31/09

11.44 09/30i'09

11 .67 06/30/09

3.78

3.84

Price/Book

Price/Cash Flow

Price / Sales

Current Ratio

12/31 /09

09/30/09

06/30/09

Quick Ratio Operating Margin

- 12/31/09

1 .08 09/30/09

1 .17 06/30/09

_ 12/31/09

0.67 09/30/09

0.82 06/30/09

4.72
5.26

Net Margin Pre-Tax Margin Book Value

12/31/09

09/30/09

06/30/09

- 12/31/09

7.30 09/30/09

7.81 06/30/09

- 12/31/09

7.30 09/30/09

7.81 06/30/09

21 .89
22.56

Inventory Turnover Debt-to-Equity Debt to Capital

t2/31 /09

09/30/09

05/30/09

- 12/31/09
9.89 09/30/09

9.10 06/30/09

- 12/31/09

0.51 09/30/09

0.55 06/30/09

33.29
34.99

http://www.zacks.com/research/print.php?type=report&t=WGL 1/28/2010
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Treasury Security Yield Curve
6.00%
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Selected Yields

Recent
(1/27/10)

3 Months
Ago

(10/28/09)

Year
Ago

(1/28/09)
Recent

(1/27/10)

3 Months
Ago

(10/28/09)

Year
Ago

(1/28/09)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/p1 )
3-month LIBOR
Bank CDs

0.50
0.00-0.25

3.25
0.16
0.25

0.50
0.00»0.25

3.25
0.1 7
0.28

0.50
0.00_0.25

3.25
0.45
1 .t7

3.05
2.24
2.14
3.24

3.69
2.26
2.44
2.56

3.90
3.50
3.50
4.27

0.25
0.46
2.00

0.38
0.62
2.22

0.88
1 .25
2.39

Mortgage-Backed Securities
CNMA 6.5%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30~year) Baa/BBB
Foreign Bonds (10-Year)
Canada

5.49
5.69
5.72
6.32

5.45
5.44
5.53
6.20

7.96
6.18
6.10
7.04

0.07
0.15
0.31
2.39
3.65
1 .24
4.56
4.80

0.06
0,1 5
0.36
2.33
3.42
1 .44
4.26
4.39

0.18
0.33
0,47
t ,69
2.67
1 ,78
3.42
3.29

3.35
3.20
1 .32
3.88

3.46
3,26
1 .43
3.61

2.96
3.23
1.27
3.64

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

5.58
6.68
5.50

5.58
7.12
5.50

5.98
8.89
5.50

TAX~EXEMPT

4.30
4.91

4.31
4.87

5.13
5.82

Bond Buyer Indexes
20-Bond Index (GOT)
25-Bond Index (Revs)
General Obligation Bonds(cos)
1-year Aaa
1-year A
5-year Ala
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
RevenueBonds(Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Aaa

0.30
1.23
1 .64
2.73
3.25
4.18
4.43
5.43

0.45
1 .45
2.07
3.18
3.35
4.33
4.50
5.55

0.55
0.65
1 .84
2.t 4
3.00
3.50
5.05
6.05

4.81
4.74
5.65
5.01
4.86

4.69
4.77
5.85
5.15
4.80

6.05
6.1 0
6.40
6.45
6.15

Federal Reserve Data

BANK RESERVES
(Two-Week Period, in Millions, Not 5ea5onally Adjusted)

Recent Levels

12/30/09
t 059954
163525
896429

Change

Average Levels Over

12 Wks. 26 Wks.
1052310 924156
205393 268367
846916 655789

the Last...

52 Wks.
847856
401995
445861

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

1 I13/10
1004700
164979
839721

-55254
1454

-56708

1/11/10
Growth Rates Over the

6 Mos.

Last...

12 Mos.

3 .8°/<>

2 .0%

MI (Currency+demand deposits)
MY (MI +savings+smaII time deposits)

MONEY SUPPLY
(One-Week Period; in Billions, Seasonally Adjusted)

RecentLevels

1/4/10
1704.6
8461 .7

1655.3
8452.3

Change
-49.3
-9.4

3 Mos.
-4.0%
-0.8%

0.3%
0.5%

© 2010, Value Line Publishing, inc. All rights reserved. Factual material is obtained tram sources believed to be reliable and is provided without warranties of any kind. 'tHEPUBLISHER
IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subscribers own, noncommercial, internal use. No part of it may be reproduced,
resold, stored or transmitted in any printed, electronic Dr other form. or used tor generating or marketing any printed or electronic publication, service or product.
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Selected Yields

3 Months 3 Months
Ago

(10/21/09)

Year
Ago

(1/21/09)
ReconI

(1 /20/10) (10/21/09) (1/21/09)
Recent

(1/20/10)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/P1 )
3-month LIBOR
Bank CDs

0.00-0." '5 0.00-0.25 0.00-0.25
3.17
2.32
2.28
3.24

3.69
2.35
2.47
2.56

3.78
3.53
3.47
4.25

5.44
5.64
5.72
6.32

5.48
3 4 2
5.53
6.16

7.97
6.05
6.03
666

3.43
3.22
1 .34
4.01

3.45
3.32
1.36
3.71

2.73
3.00
1 .23
3.44

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected) 1.21
30-year
30-year Zero

Mortgage-Backed Securities
GNMA 65%
FHLMC 6.5% (Goldi
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (1O-Year)
Canada
Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

5.57
6.61
5.49

6,29
7.01
5.49

6.05
8.58
5.49

TAX-EXEMPT

4.31
4.93

4.32
4.86

4.80
5.72

0.33
1 .26
1 .68
2.76
3.29
4.20
4.44
5.43

0.37
0.87
1 .88
3.08
3.03
4.23
4.08
5.28

0.48
0.58
1.71
2.00
2.82
3.32
4.76
5.76

Bond Buyer Indexes
20»Borld Index (GOS)
25-Bond Index (Revs)
GeneralObligation Bonds (GOs)
1-year Aaa
1-year A
S-year Aaa
5-year A
10-year Ala
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds(Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Aaa

4.81
4.74
5.67
5.04
4.79

5.10
5.15
5.50
5.50
5.10

5.80
5.90
6.15
6.10
5.95

Federal Reserve Data

Excess Reserves
Bor rowed Reserves
Net  F ree/Bor rowed Reserves

BANK RESERVES
(T w o-W eek  Per iod ;  i n  M i l l i ons ,  N o t  Seas ona l l y  Ad jus t ed)

RecentLevels
12/30/09
1059958
163525
896433

1/13/10
1004686

164979
839707

Change
-55272

1454
-56726

Average Levels Over the Last...
12 Wks. 26 Wks. 52 Wks.
1052309 924155 847856
205393 268367 401995
846915 655788 445861

Growth Rates Over the Last...
3 Mos. 6 Mos. 12Mos,

M I  ( C u r r e n c y + d e m a n d  d e p o s i t s )
M 2 (M 1+s av ings +s m a l l  t im e  depos i t s )

M O N E Y SUPPLY
(One-W eek  Per iod ;  in  B i l l i ons ,  5ea5ona l l y  Ad jus t ed)

Recent Levels
12/28/09
1688.2
8413.2

1/4/10
1724.3
8366.7

Change
36.1

-46.5
14.6%
1.3%

8.9%
0. 2%

5.2%
1.9%
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Selected Yields

Recent
(1/13/10)

3 Months
Ago

(10/14/09)

Year
Ago

(1/14/09)
Recent

(1/13/10)

3 Months
Ago

(10/14/09)

Year
Ago

(1/14/09)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/p1 )
3-month LIBOR
Bank CDs

0.50
0.00-0.25

3.25
0.16
0.25

0.50
0.00-0.25

3.25
0.16
0.28

0.50
0.00»().25

3.25
0.49
1 .08

Mortgage-Backed Securities
CNMA 6.5%
FHLMC 6.5% (Cold)
FNMA 6.5%

3.63
2.41
2.54
3.24

3.65
2.47
2.21
2.36

3.93
3.25
3.30
4.26

0.26
0.47
2.02

0.39
0.63
2.24

1.03
1.34
2.38

5.65
5.87
5.89
6.49

5.45
5.48
5.65
6.22

7.1 5
5.84
5.88
6.60

FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30~year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada
Germany
lapin
United Kingdom
Preferred Stocks

3.60
3.30
1 .34
3.96

3.53
3.23
1.31
3.50

2,56
2.93
1.27
3.12

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

0.05
0.14
0.35
2.54
3.79
1 .31
4.71
4.95

0.07
0.1 5
0.32
2.33
3.41
1 .46
4.26
4.39

0.09
0.27
0.41
1 .35
2.20
1 .73
2.89
2.75

Utility A
Financial A
Financial Adjustable A

5.57
5.83
5.49

5.96
7.00
5.49

6.05
7.76
5.49

TAX-EXEMPT

4.31
4.96

4.06
4.69

5.02
5.90

0.31
1 .27
1 .68
2.77
3.28
4.20
4,47
5.41

0.37
0.80
1 .90
2.10
3.05
3.45
4.10
4.65

0.48
0.58
1 .76
2.06
2.82
3.32
4.75
5.75

Bond Buyer Indexes
20-Bond Index (COs)
25-Bond index (Revs)
General Obligation Bonds (GOs)
1-year Aaa
1-year A
5-year Aaa
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds(Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Ala

4.83
4.74
5.70
5.04
4.80

4.90
4.95
5.40
5.60
5.00

5.75
5.80
6.10
6.15
5.85

Federal Reserve Data

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent Levels

12/16/09
1089692
171457
918235

12/30/09
1059958
163525
B96433

Change
-29734
-7932

-21802

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
1039985 901516 84021 8
223048 285447 419138
816937 616069 421O80

Growth Rates Over the Last...

6 Mos. 12 Mos.

MI (Currency+demarld deposits)
MY (MI +5avings+small time deposits)

MONEY SUPPLY
(One-Week Period; in Billions, Seasonally Adjusted)

Recent Levels

12/21/09
1686.2
8396.8

12/28/09
1687.9
8413.2

Change
1 .7

16.4

3 Mos.
8.1 %
2.4%

4.6%
1.4%

5.8%
2.7%
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Selected Yields

Recent
(1/06/10)

3 Months
Ago

(10/07/09)

Year
Ago

(1/07/09)
Recent

(1/06/10)

3 Months
Ago

(10/07/09)

Year
Ago

(1/07/09)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
304iay CP (A1/P1)
3-month LIBOR

0.50
0.00-0.25

3.25
0.14
0.25

0.50
0.00-0.25

3.25
0.16
0.28

0.50
0.00-0.25

3.25
0.65
1 .40

3.70
2.72
2.81
3.24

3.44
2.38
2.33
2.56

4.30
3.95
3.75
4.26

Bank CDs 5.46
5.28
5.44
5.95

7.56
6.26
6.07
6.72

0.29
0.54
2.02

0.40
0.64
2.24

1 .10

1 .41

2.38

Mortgage-Backed Securities
GNMA 6.5%
FHLMC 6.5% (Cold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada

5.60
5.83
3.86
6.50

3,62
3.38
1 .34
4.05

3.29
3.12
1.27
3.39

2.93
3.20
1.26
3.29

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

0.05
0.14
0.36
2.59
3.82
1 .37
4.69
4.88

0.06
0.14
0.32
2.17
3.18
1 .42
4.00
4.10

0.09
0.28
0.41
1 .66
2.49
2.44
3.04
2.87

Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

5.94
6.80
5.48

6.29
6.89
5.48

6.11
7.28
5.48

TAX-EXEMPT

4.25
4.95

3.94
4.69

5.24
6.00

0.28
1 .25
1 .68
2.79
3.29
4.20
4.47
5.41

0.37
0.87
t .57
2.77
2.57
3.77
3.81
5.01

0.85
0.95
2.48
2.77
3.53
4.03
5.04
6.04

Bond Buyer Indexes
20-Bond Index (COS)
25-Bond Index (Revs)
General Obligation Bonds(GOs)
1-year Aaa
1-year A
5-year Aaa
5-year A
10-year Ala
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds (Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Ala

4.83
4.74
5.76
5.04
4.80

4.85
4.90
5.20
5.20
4.85

6.t0
6.25
6.55
6.50
6.25

Federal Reserve Data

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent levels

12/16/09
1089691
171457
918234

12/30/09
1059958

163525
896433

Change
_29733
-7932

-21801

Average Levels Over the Last...
12 Wks. 26 Wks. 52 Wks.
1039985 901516 840218
223048 285447 419138
816937 616069 421080

MI (Current:y+demand deposits)
MY (Mi +savings+small time deposits)

MONEY SUPPLY
(One-Week Period, in Billions, Seasonally Adjusted)

Recent Levels

12/14/09
1683.0
8405.4

12/21/09
1685.1
8396.1

Change
2.1

-9.3

Growlh Rates Over the Last...

3 Mos. 6 Mos. 12 Mos.
H .1 % 2.3% 5.5%
3.9% 0.1 °/o 2.7%
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Selected Yields

Recent
(12/29/09)

3 Months
Ago

(9/30/09)

Year
Ago

(12/30/08)
Recent

(12/29/09)

3 Months Year
Ago Ago

(9/30/09) (12/30/08)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/P1 )
3-month LIBOR
Bank CDs

0.50
0.004125

3.25
0.11
0.25

0.50
0.00-0.25

3.25
0.18
0.29

0,50
0.00.0.25

3.25
0.06
1 .44

3.72
2.56
2.47
2.41

3.63
2.82
2.60
2.62

4.1 1
4.03
3.89
4.22

0.29
0.54
1 .97

0.40
0.64
2,27

1 .16

1 ,43

2.51

Mortgage-Backed Securities
GNMA 6.5%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada

5.52
5.80
5.98
6.53

5.61
5.31
5.40
5.73

7.08
5.90
5.85
6.58

0.08
0.20
0.43
2.57
3.80
1 .36
4.64
4.81

0.11

0.1 7

0.38

2.31

3.31

1 .53

4.05

4.1 3

0.09
0.24
0.31
1 .44
2.05
2.33
2.56
2.42

3,62
3.37
1 .31
4.08

3.31
3.22
1.30
3.59

2.66
2.95
t.17
3.09

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

Germany
Iapan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

5.98
6.82
5.48

5.77
6.61
5.48

6.00
7.89
5.48

TAX-EXEMPT

4.21
4.94

4.04
4.86

5.46
6.22

Bond Buyer Indexes
20-Bond Index (COs)
25-Borid Index (Revs)
General Obligation Bonds (cos)
1-year Aaa
1-year A
5-year Aaa
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds (Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Ala

0.28
1 .22
1 .65
2.77
3.25
4.19
4.48
5.42

0.37
0.80
1 .57
2.00
2.57
2.95
3.92
4.45

0.85
0.95
2.57
2.87
3.70
4.20
5.17
6.15

4.77
4:72
5.81
5.1 8
4.80

4.70
4.75
5.10
5.25
4.75

6.15
6.20
6.50
6.55
6.25

Federal Reserve Data

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent levels

12/2/09
1119560
206509
913051

12/16/09
1089691

171457
918234

Change
-29869
-35052

51 83

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
1010650 882362 829643
243588 306498 438064
767063 575864 391 580

MI (Currency+demand deposits)
M2 (MI +savings+small time deposits)

MONEY SUPPLY
(One-Week Period, in Billions, Seasonally Adjusted)

RecentLevels

12/7/09
1684.7
8402.0

12/14/09
1683.0
8405.5

Change
-1.7
3.5

Growth Rates Over the Last...

3 Mos. 6 Mos. 12 Mos.
2.6% 3.5% 5.2%
3.9% 0.4% 3.2%
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Selected Yields

Recent
(12/22/09)

3 Months
Ago

(9/23/09)

Year
Ago

(12/23/08)
Recent

(12/22/09)

3 Months Year
Ago A20

(9/23/09) (12/23/08)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/P1 )
3-month LIBOR
Bank CDs

0.50
0.00-0.25

3.25
0.12
0.25

0.50
0.00-0.25

3.25
0.21
0.29

0.50
0,00-0.25

3.25
0.10

3.38

1 .94

1 .91

2.41

3.77
2.57
2.36
2.62

4.43
4.38
4.1 6
4.23

0.31
0.54
1 .95

0.40
0.64
2.27

1.17
1.56
2.72

5.50
5.80
5.86
6.59

5.68
5.47
5.58
6.14

7.08
6.02
5.90
7.07

0.01
0.23
0.35
1 .50
2.16
2.36
2.63

3.60
326
1.26
3,91

3.42
4.37
1.35
3.75

2.80
2.95
1.22
3.12

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

0.07
0.16
0.40
2.46
3.75
1 .35
4.61
4.80

0.09
0.19
0.40
2.37
3.42
1 .60
4.20
4.30

Mortgage-Backed Securities
GNMA 6.5"//
FHLMC 6.5% (Cold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada
Germany
Japan
United Kingdom
Preferred Stocks
Util i ty A
Financial A
Financial Adjustable A

5.63
6.35
5.47

6.08
6.55
5.47

6.25
11 .45
5.47

TAX-EXEMPT

4.1 8
4.92

4.20
4.98

5.46
6.22

Bond Buyer Indexes
20-Bond Index (COs)
25-Bond Index (Revs)
General Obligation Bonds (COS)
.1 -year Ala
1-year A
5-year Aaa
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds (Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Ala

0.39
1 .23
1 .58
2.75
317
4.13
4.48
5.42

0.40
0.90
1 .61
3.01
2.65
4.15
4.03
5.60

0.85
0.95
2.57
2.87
3.70
4.20
5.17
6.1 5

4.75
4.70
5.66
5.21
4.79

5.35
5.40
5.80
5.80
5.35

6.1 5
6.20
6.50
6,55
6.25

Federal ReserveData

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Mi l l ions, Not 5ea5ona Ily Adjusted)

Recent Levels

12/2/09
1119559
206509
913050

12/16/09
1089690

171457
918233

Change
-29869
-35052

5183

Average

12 Wks.
1010650

243588
767062

Levels Over
26 Wks.
882362
306498
575864

the Last...

52 Wks.
829643
438064
391579

Growth Rates Over the Last...

6 Mos. 12 Mos.
MI (Currency+demand deposits)
M2 (MI +savings+small time deposits)

MONEY SUPPLY
(One-Week Period, in Billions, Seasonally Adjusted)

Recent Levels

11/30/09
1691 .0
B414.4

12/7/09
1684.8
8401 .6

Change
-6.2

-12.8

3 Mos.
4.1 %
4.2%

7.0%
0.7%

6.8%
3.7%
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Selected Yields

Recent
(12/16/09)

3 Months
Ago

(9/16/09)

Year
Ago

(12/17/08)
Recent

(12/16/09)

3 Months Year
Ago Ago

(9/16/09) (12/17/08)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/p1 )
3-month LIBOR
Bank CDs

0,50
0.00-0.25

3.25
0.12
0.25

0.50
0.00-0.25

3.25
0.21
0.29

0.50
0.00-0.25

3.25
0.27
1 .58

3.33

1 .85

1.81

2.41

3.57
2.71
2.47
2.62

4.40
4.40
4.04
4.23

0.31
0.54
1 .95

0.40
0.65
2.30

1 .46
1.89
2.96

Mortgage-Backed Securities
GNMA 6.5%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
Utility (25/30~year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada

5.32
5.73
5.74
6.45

5.74
5.55
5.59
6.21

7.50
6.1 8
6.26
7.09

0.03
0.16
0.37
2.33
3.60
1 .26
4.52
4.74

0.10
0.19
0.35
2.44
3,47
1.60
4.26
4.37

0.01
0.18
0.45
1 .37
2.19
2.39
2.65
2.69

3.41
3.20
1.27
3.89

3.38
3.34
1 .33
3.69

2.87
2.99
1 .30
3.23

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inflation-protected)
30-year
30-year Zero

Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

5.71
6.67
5.47

6.29
6.73
5.47

6.50
8.23
5.47

TAX-EXEMPT

4.19
4.93

4.33
5.33

5.85
6.39

Bond Buyer Indexes
20-Bond Index (GOs)
25-Bond Index (Revs)
General Obligation Bonds (GOs)
1-year Ala
1-year A
5-year Aaa
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds (Revs) (25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toil Road Ala

0.29
1 .24
1 .56
2.73
3.12
4.14
4.47
5.41

0.40
0.90
1.71
2.15
2.78
3.15
4.10
4.56

0.95
1 .05
2.86
2.96
4.03
4.23
5.51
5.91

4.74
4.72
5.58
5.13
4.77

4.85
4.90
5.30
5.35
4.90

6.10
6.15
6.30
6.25
6.20

Federal Reserve Data

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent Levels

11/18/09
1046212
21 7690
828522

12/2/09
1119503
206509
912994

Change
73291
_11181
84472

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
972570 864416 811124
264850 329800 456746
707720 534616 354378

Growth Rates Over

6 Mos.

the Last...

12 Mos.
MI (Currency+demand deposits)
MY (MI +savings+small time deposits)

MONEY SUPPLY
(One-Week Period, in Billions, Seasorzally Adjusted)

Recent Levels

11/23/09
1 684.3
B391 .8

11/30/09
1691 .0
8414.4

Change
6.7

22.6

3 Mos.
14.1 %
5.6%

12.4%
1 .2%

10.5%
4.5%

© zoos, Value Line Publishing, Inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind. THE PUBLISHER l
lS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use. No part cl it may be reproduced,
resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.
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Treasury Security Yield Curve
6.00%

5.oo%

4.00% -

3.00%

2.oo% -

1 .of%

10 30
o.oo%

3 6 1 2 3 5
Mos. Years

/
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Selected Yields

Recent
(12/02/09)

3 Months
Ago

(9/09/09)

Year
Ago

(12/10/08)
Recent

(12/02/09)

3 Months Year
Ago Ago

(9/09/09) (12/10/08)

TAXABLE
Market Rates
Discount Rate
Federal Funds
Prime Rate
30-day CP (A1/p1 )
3-month LIBOR
Bank CDs

0.50
0.00-0.25

3.25
0.12
0.26

0.50
0.00-0.25

3.25
0.21
0.30

1 .25
1 .of
4.00
0.86
2.10

3.22
1 .94
1 .95
2.41

3.77
2.90
2.72
2.62

5.17
4.92
4.75
4.24

0.31
0.54
1 .95

0.42
0.72
2.30

1.57
1.95
3.32

5.34
5.68
5.71
6.32

6.04
5.63
5.65
6.40

8.29
6.63
6.79
7.55

0.02
0.14
0.27
2.15
3.43
1 .27
4.42
4.63

0.14
0.20
0.38
2.37
3.47
1 .63
4.33
4.46

0.01
0.20
0.47
1 .61
2.68
3.11
3.09
2.90

3.31
3.14
1.25
3.67

3.42
3.42
1 .33
3.76

3.09
3.21
1,42
3.57

6-month
1-year
5-year
U.S. Treasury Securities
3-month
6-month
1-year
5-year
10-year
10-year (inmation-protected)
30-year
30-year Zero

Mortgage-Backed Securities
GNMA 6.5%
FHLMC 6.5% (Gold)
FNMA 6.5%
FNMA ARM
Corporate Bonds
Financial (10-year) A
Industrial (25/30-year) A
unlny (25/30-year) A
Utility (25/30-year) Baa/BBB
Foreign Bonds (10-Year)
Canada
Germany
Japan
United Kingdom
Preferred Stocks
Utility A
Financial A
Financial Adjustable A

6.08
7.17
5.54

5.84
6.62
5.54

6.47
7.38
5.46

TAX-EXEMPT

4.24
4.98

4.37
5.43

5_58
6.17

80nd Buyer Indexes
20~Bond Index (COS)
25-Bond Index (Revs)
General Obligation Bonds (Gos)
I-year Ala
1-year A
5-year Aaa
5-year A
10-year Aaa
10-year A
25/30-year Aaa
25/30-year A
Revenue Bonds (Revs)(25/30-Year)
Education AA
Electric AA
Housing AA
Hospital AA
Toll Road Ala

0.33
I .25
1 .47
2.67
3.07
4.04
4.47
5.41

0.40
1 .10
1 .76
3.16
2.88
4.40
4.21
5.75

0.95
1 .05
2.95
3.00
4.20
4.40
5.79
6.17

4.74
4.61
5.65
5.17
4.77

5.50
5.55
6.05
6.05
5.50

6.00
5.95
6.75
6.65
6.10

Federal Reserve Data

Excess Reserves
Borrowed Reserves
Net Free/Borrowed Reserves

BANK RESERVES
(Two-Week Period; in Millions, Not Seasonally Adjusted)

Recent Levels

11/18/09
1046181
21 7690
828491

12/2/09
1119503
206509
912994

Change
73322
_11181
84503

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
972566 864414 811123
264850 329800 456746
707715 534614 354376

Growth Rates Over the Last...

3 Mos. 6 Mos. 12 Mos.
MI (Currency+demand deposits)
MY (M1+savings+small time deposits)

MONEY SUPPLY
(One-Week Period; in Billions, seasonally Adjusted)

Recent Levels

11/16/09
1691 .3
8392.1

11/23/09
1684.4
8391 .3

Change
-6.9
-0.8

1 I .4%

5.0%

10.6%
0.4%

10.8%
4.9%

©2009, Value Una Publishing, Inc. All rights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind. THE PUBLISHER |
IS NOT RESPONSIBLE FOR ANY ERROFiS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use. No part of ii may be reproduced,
resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.
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A NYSE-AWKVIERICANWATER 23.12RECENT
PRICE

PIE
RATI0 17.5lH"§E§8§»1§43)

RELATIVE 1

PIE RATIO . 0 1
DIV'D
YLD 3 . 6 %

VALUE
LINE

High :
Low:

237
16.5

23.0
15.2

3 New7I25loB
_  E

TIMELINESS -  E

SAFEW

TECHNICAL

BETA NMF (1.00-Market)

2012-14 PROJECTIONS
. . Ann'I Total

Prl4:e Galn Return
40 +75% 17%
25 +10% 6 %

H'gh
Law
Insider Decisions

FMAMJJASO
0 0 0 0 3 0 0 0 00 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0

toB e
Options
to Sell

Institutional Decisions
102009 202009 302009

1 0 0 1 3 7 1 5 2
5 9 6 6 7 2

5 6 3 4 2 8 2 9 0 3  1 1 9 7 7 4

\o Buy
lo 5e11
Hld's(000

m

2013
LEGENDS

Relative Price Strength
Oglionsz Yes . .

haded a/ea: pool rece5s»on
Latest recession began 12/07

II II 11 •

l'll l l l l

% TOT. RETURN 12/09
THIS VL Amm.

STOCK INDEX
11.9 60.8
_ 1.9
_. 25.9

1 yr.
3 yr.
5 yr.

I
I

Percent
shares
traded

21
14
7

I I

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 © VALUE LINE PUB., INC

13.08

.55

d.97

13.84

d.47

d2.14

14.51

2.87

1.10

.40

13.95

2.90

1.2s

.82

13.85
295
1.40

.as

Revenues per sh
"Cash Fl0w' per sh
Earnings perch A
Div'd Decl'd per sh a

15.10
3.25
1.60
.96

4.31

23.86

4.74

28.39

6,31

25.54

4.50

24.30

4.35
22.95

Cap'l Spendingper sh
Book Valueper sh 0

4.30
24.25

160.00 160.00 160.00 175.00 190.00 Common She 0utst'g c 215.00

18,9
1.15

19%

15.3

1.00

4.2%

Avg Ann'I PIE Ratio
Relative PIE Ratio
Avg Ann'l Div'd Yield

20.0
1.35

3.0%

CAPITAL STRUCTURE as of 9130109
Total Debt $5328.e mm. Due in 5 Yrs $765.0 mill.
LT Debt $51971 mill. LT Interest $295.0 mill.
(Total inletest coverage; 2.9x) (56% of CapI)

Leases, Uncapitalized: Annual rentals $36.2 mill.
Pension Assets-12/08 $513.3 mill

Oblig. $10168 mill.
Pfd Div'd $.23 mill.Pfd Stock $28.6 mill.

Common Stock 174,600,300 she.
as of 11/6/09

MARKET CAP: $4.0 billion (Mid Cap)

2093.1

d155.8

2214.2

d342.3

2336.9

1872

2445

215

2635
255

Revenues (Smill)
Net Profit ($mill)

3250

325

35.0%

12.5%

37.4%

11.0%

39.0%

10.0%

39.5%

10.0%

Income Tax Rate

AFUDC % to Net Profit

40.0%

15.0%

56.1%

43.9%

50.9%

49.1%

53.1%

46.9%

56.0%

43.5%

54.5%

45.0%

Long-Term Debt Ratio

Common Equity Ratio

52.0%

48.0%

8692.8

8720.8

NMF

9245.7

9318.0

NMF

8750.2

9991.8

3.7%

9325

10500

4.0%

9650 .

11050

4.5%

Total Capital ($mill)

Net Plant ($mim
Recur on Total Cap'l

10875

12600

4.5%

NMF

NMF

NMF

NMF

4.6%

4.6%

5.0%

5.0%

6.0%

6.0%

Recur on Shi. Equity
Return on Com Equlty

6.0%

6.0%

NMF NMF 3.0%

34%

1.5%

67%

2.0%

67%

Retained to Com Eq
All Div'ds to Net Prof

2.0%

64%2008 9/30/092007

135
415.9
430.4
168.9
316.8
2883
774.5
228%

7.8
508.6
516.4
119.3
130.9
350.4
600.6
225%

9.5
408.2
417.7
149.8
654.8
300.2

1104.8
198V

CURRENTPOSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

accounting for nearly 20% of revenues. Has roughly 7,300 employ
hes. Depreciation rate, 2.1% in '08. RWE AG owns roughly 49% of
common stock outstanding. Capital World Investors, 8%. Off. & Dir.
own less than 1%. President 8. CEO, Donald L. Corel. Chairman
George Mackenzie Jr. Address: 1025 Laurel Oak Road, Vorhees,
NJ 08043. Telephone: 8584346 8200. Internet: www.amwater.com.

BUSINESS: American Water Works Company, Inc. is the largest
investor-owned water and wastewater utility in the U.S., providing
services to over 15 million people in 32 states and Canada. Its non-
regulated business assists municipalities and military bases with
the maintenance and upkeep as well. Regulated operations made
up almost 90% of 2008 revenues. New Jersey is its biggest market

o f  f u n d i n g  t h e  i m p r o v e m e n t s  w i l l

t a r  u n d e r s t a n d i n g  o f  p a s t  t r e n d s  a n d
there fore  prov ide ins ight  when as s es s ing
f u t u r e  t r a d i n g h a b i t s .  P r e d i c t i n g s h a r e -
price growth prospects  is  a bi t  r isky absent
these measures.
P l u s ,  t h e  c o m p a n y ' s  f i n a n c e s  a p p e a r
t o b e  a  b i t l a c k i n g .  M a n y  w a t e r  i n f r a -
s t ruc tures  have seen bet ter  days  and are
in need of  s igni f i cant  repai r .  Maintenance
ex pens es  are  ex pec t ed  t o  c l imb,  e ras ing
m uc h  o f  t he  bene f i t s  f r om  t he  i m prov i ng
r e gu l a t o r y  e n v i r o n m e n t  t h a t  w e  a n t i c i -
pate.  Meanwhi le,  inc reased capi tal  inves t -
m e n t s  r e q u i r e  a  gr e a t  d e a l  o f  f i n a n c i n g
t h a t  A W K  c a n n o t  m e e t  o n  i t s  o w n .  T h e
costs
d i l u t e  ga i n s  a n d  t h e  i s s u e s  a p p e a l  a s  a
growth vehic le.
T h a t s a i d , t h e  s t oc k ' s  d i v i d e n d  y i e l d
cannot  be  i gnor ed . I t  is  wel l  above aver-
age and wor t hwhi l e  ev en when c ompared
to others  in the ut i l i t y  sec tor .  We suspec t
t h a t  i n c r e a s e s  w i l l  r e m a i n  a  p r i o r i t y ,
rega rd l es s  o f  t he  i n f ras t ruc t u re  requ i re -
ment s .  Thus ,  t he  i s s ue may  we l l  i n t e res t
t he r i s k - t o lerant  seek ing t o ta l  re turn  wi t h
a bias for a steady dose of income.
Andre J  Cos tanza January  22,  20]O

A m e r i c a n  W a t e r  W o r k s  E n a d l y a p -
p e a r s  t o  b e  o n  i t s  o w n .  A f t e r  n u m e r o u s
equi t y  o f f er ings ,  major i t y  owner  RWE AG
has  f u l l y  d i v es t ed  i t s  s t ak e  i n  t he  wa t e r
p r o v i d e r .  I t  h a d  o w n e d  n e a r l y  5 0 %  o f
shares  outs tanding as  of  t he beginning of
2009 and s l i gh t l y  s out h  o f  25%  as  o f  our
Oc t ober  repor t .  Fo l l ow i ng t he  f i na l  s a l e ,
t he  rema in i ng board  members  appo in t ed
by RWE announced their res ignat ions.
S o m e c on c e r n s  h a v e  b e e n  l i f t e d
RWE's  ex i t  f rom t he  bus ines s  remov es  a
s ign i f i c an t  c onc ern  regard ing i t s  t rue  i n -
tent ions .  Meanwhi le ,  we bel ieve the com-
pany  w i l l  now hav e  a  be t t e r  pos t u re  w i t h
s ta te  regu la tors ,  s ometh ing i t  was  s ore l y
l a c k i n g  w i t h  R W E  i n  t h e  f o l d .  R u l i n g s
have improved considerably s ince RWE be-
gan shedding i t s  interes t ,  but  there is  s t i l l
r o o m  t o  i m p r o v e .  T h i s  a u gu r s  w e l l  f o r
A m er i c an ,  g i v en  t he re  i s  s t i l l  $200 -p l us
mi l l ion in rate cases outs tanding.

. but  the  s tock  s t i l l r e m a i n s  s o m e -
w h a t s pec u la t i v e .  I t  has  on l y  been t rad-
ing f or  about  t hree years  and has  not  yet
been ass igned a T imel iness  rank  or  other
t rading indicators  due to i t s  short  h is tory .
These marks  help to give inves tors  a bet -

Past
5 Yrs.

Past
10 Yrs.

Est'd '06-'08
to '12-'14

1.0%
21.0%

NMF
39.0%
.1. 5%

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

Cal-
endar

QUARTERLY REVENUES (s milL) A

Mar.31 Jun. 30 Sep. 30 Dec. 31
Full
Year

2006
2007
zoos
2009
2010

492.7
553.8
568.5
602.1
670

524.7

558.7
589.4
612.7
655

483.0
468.6
508.8

550.2
580

592.7
533.1
672.2
680.0
730

2093.1
2214.2
2336.9
2445
2635

Cal-
endar

EARNINGS PER SHARE A
Mar,31 Jun. 30 Sep. 30 Dec. 31

Full
Year

2006
2007
2008
2009
2010

.02

.02

.04

.19

.20

.15

.31

.28

.32

.35

d1.42
d1.47

.23

.25

.29

.27
d1.00

.55

.52

.as

d.97
d2.14

1.10
1.28
1.40

Cal-
endar

QUARTERLY DIWDENDS PAlD B
Mar.31 Jun.3D Sep.30 Dec.31

Full
Year

2006

2007

2008

2009

2010

.20

.21
.20

,21.20.20

.40

.82

Ill l l l H l H

Target Price Range
2012 2014

80

60
50
40

30
25
20

15

10

75

Q

Ill
2-14

(D) includes intangibles. In 2008: $1.699 bil-

has not been trading long |

Company's Financial Strength
stock's Price stabimy
Price Growth Persistence
Earnings Predictability

NMF
NMF
NMF

(A) Diluted earnings. Excludes nonrecurring earnings may not sum due to rounding.
gains (losses): '08, ($4.62), '09, ($2.77). Dis- (B) Dividendsto be paid in January, April, July, lion, $10.62lshare.
continued operations: '05, (4¢). and October. (E) The stock
Next earnings report due late Feb. Quarterly (C) in millions. enough lo generate a Timeliness rank.

© 2010, Value Line Publishing, Inc All rights resewed, Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind.
THE PUBLISHER IS NOT RE PONSIBLE FOR ANY ERRORS OR OMISSIONS HERElN. noncommercial, internal use. No part
ml it may be reproduced, resold, stared Ur transmitted in any printed, electronic Ur other form,

This puhlicalion is str ic lty  for subscr iber 's own, I
nr used for generating nr marketing any printed or electronic pubEcauon, service or product.
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